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PREFACE

As readers have noticed, the last several volumes of Research in Law and
Economics have consisted of special issue volumes. This will continue. This
volume is one of the best. Jack Kirkwood put this volume together with modest
assistance from me. I believe this is an outstanding volume and expect to meet
the high standard set here in future volumes.

Richard O. Zerbe, Jr.
Editor
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CONSUMERS, ECONOMICS,
AND ANTITRUST

John B. Kirkwood

ABSTRACT

This is the first paper in a volume devoted exclusively to antitrust law and
economics. It summarizes the other papers and addresses two issues. First,
after showing that the federal courts generally view consumer welfare as
the ultimate goal of antitrust law, it asks what they mean by that term. It
concludes that recent decisions appear more likely to equate consumer
welfare with the well-being of consumers in the relevant market than with
economic efficiency. Second, it asks whether a buyer must possess monopsony
power to induce a price discrimination that is not cost justified. It concludes
that a buyer can often obtain an unjustified concession simply by wielding
bargaining power, but the resulting concession may frequently – though not
always – improve consumer welfare.

INTRODUCTION

Antitrust is finding its bearings. After decades of debate about its aims and
methods, antitrust law has largely adopted a single goal and a single methodology.
Today, most courts and commentators agree that the ultimate purpose of the
antitrust statutes is not to protect rivals but to benefit consumers.1 It is also widely
accepted that the most useful tool for determining whether consumers have been
helped or harmed is economic analysis.2
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2 JOHN B. KIRKWOOD

Within this consensus, however, disagreements remain. While there is little
doubt that the overarching goal of antitrust is consumer welfare, there is a
significant split over the definition of the term.3 One view holds that consumer
welfare should mean economic efficiency. Under this view, the ultimate goal
of antitrust law is not simply, or even primarily, to protect consumers, but to
enhance the efficiency of the economy – that is, to increase the total economic
value that society derives from its limited resources. Since total value includes
value realized by producers as well as value obtained by consumers, under this
definition it is possible for “consumer welfare” to increase even though consumers
are harmed. The goal of efficiency analysis is to maximize the total “wealth” of
society, regardless of how it is distributed.

The principal alternative view holds that consumer welfare should refer exclu-
sively to the welfare of consumers – those who purchase the products or services
sold in the relevant market.4 Under this view, the ultimate purpose of antitrust is
to protect consumers from exploitation. More precisely, antitrust should prevent
firms from using practices that increase their market power – their power to charge
prices above the competitive level – unless such conduct would, on balance,
benefit consumers in the relevant market. More simply, the goal of antitrust is to
ensure, whenever possible, that consumers pay competitive prices for the products
and services they purchase.5 This view of consumer welfare is also limited: it
takes no account of resource savings or other efficiencies that benefit the overall
economy but do not improve the well-being of consumers in the relevant market.

The second element of the antitrust consensus – the role of economics – also
generates disagreements. While few would question the importance of economics
in contemporary antitrust analysis, there are frequent debates about the economic
impact of specific practices. As Carlton and Perloff observe (2000, p. 605):

Even if one accepts the proposition that the goal of the antitrust laws is to promote efficiency,
economists often have difficulty determining which practices result in inefficient behavior.

The application of economics to antitrust law is, in short, a work in progress.
This volume provides a forum for the economic research needed to continue that

progress. It contains ten papers devoted exclusively to antitrust law and economics.
In Part I of this paper, I describe the nine other papers in this volume, summarizing
their approaches, their conclusions, and their significance for the development of
antitrust. In Part II, I address the debate over the meaning of consumer welfare,
an issue that potentially affects all areas of antitrust but has particular impact
on merger analysis. In Part III, I examine an issue that is raised but not resolved
by one of the papers; namely, whether a buyer needs to have monopsony power
in order to induce a price discrimination that is not cost justified – the core of
a Robinson-Patman violation. After answering that question, I assess whether
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non-cost-justified discrimination induced by a large buyer is likely to hurt or
improve consumer welfare.

Part I – The Economic Research Papers

Written by some of the most distinguished scholars in antitrust today, the nine
economic research papers in this volume reflect the consensus described above.
They uniformly assume that the goal of antitrust is consumer welfare and that
economic analysis is a vital tool in achieving that goal. In addition, they help to
resolve debates that surround each element.

Several papers shed light on the meaning of consumer welfare. One paper
advances the debate by exploring a new measure of efficiency that assigns a
value to preventing consumer exploitation. Another focuses almost entirely
on consumer prices, rather than technical efficiency, in assessing the welfare
implications of 10 monopolization orders.

All nine papers evaluate the economic impact of specific practices. In doing so,
the papers look to the past as well as the future. Five of the articles evaluate older
antitrust cases to determine whether the decisions reached, the relief ordered, or
both, enhanced consumer welfare. The verdicts are striking. After extensive re-
views of the evidence, the authors conclude that hardly any case helped consumers
or economic efficiency, and some hurt both. Out of the 14 antitrust cases examined,
only one seems to have had a positive impact. In that case, Brevoort and Marvel
conclude that a dominant firm built and maintained its position through non-price
predation, and the order entered against the firm most likely promoted new entry.

These papers provide strong evidence for the proposition that many older
antitrust cases did not produce a discernible improvement in consumer welfare and
some may have actually harmed consumers. Significantly, the 13 cases reviewed
in this volume were all decided before 1965. In that period, consumer welfare was
not the generally accepted goal of antitrust law and economic analysis had neither
the importance nor the sophistication it has today. It was not until 1977 that the
SylvaniaCourt elevated the importance of economic analysis by insisting that per
secondemnation of a category of practices must rest on “demonstrable economic
effect.”6 Two years later, the Court declared – for the first time – that the Sherman
Act was a “consumer welfare prescription.”7 Academic commentary also shifted
in the late 1970s. From 1976 to 1978, Posner, Bork and Areeda each published
seminal treatises arguing that antitrust law should be dominated by a single goal
(consumer welfare) and a single methodology (economic analysis).8 Given these
developments, it is not surprising that Kwoka and White (1989) contend that an
“antitrust revolution” began in the mid-1970s.
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By chronicling the shortcomings of earlier decisions, the historical papers
provide further support for the antitrust revolution. Moreover, the findings and
insights in these papers should make it easier for future antitrust courts to reach
decisions that improve consumer welfare. For example, Crandall and Elzinga’s
paper on relief in monopolization cases identifies numerous obstacles to effective
antitrust relief, serving as a caution to modern-day enforcement. The Peterman
paper similarly identifies ways in which Robinson-Patman enforcement may
harm consumers. In Part III, I suggest several ways in which enforcement may
promote consumer welfare.

The four remaining papers in this volume apply economic analysis to contem-
porary issues. The first paper analyzes a recent Canadian merger that was approved
by the Canadian Competition Tribunal largely because it would increase economic
efficiency. Applying the traditional measure of efficiency, the Tribunal calculated
that the merger’s cost savings would outweigh its adverse impact on prices.
Zerbe and Knott critique this measure because it gives no weight to consumer
exploitation – to the transfer of wealth from consumers to producers. To correct
for this, the authors utilize a new measure of efficiency that takes wealth transfers
into account so long as people would be willing to pay to avoid them. Using this
measure, the authors conclude that the merger may have reduced efficiency.

The final three papers apply economic analysis to several perennial antitrust
issues: the impact of vertical foreclosure, mergers of differentiated products, and
misuse of patents. The first paper explains a new way in which vertical foreclosure
can enhance the market power of an upstream supplier. The second refines an
innovative technique for identifying substitutes among a set of differentiated
products and explains how the technique can improve merger analysis. The final
paper confronts an especially contentious policy issue – the treatment of patent
settlements in which the patent holder pays the challenger to exit the market.
Relying on both economic analysis and basic principles of patent law, Leffler and
Leffler argue that such settlements should be per seillegal.

These nine papers suggest that antitrust is on the right track – that a consumer
oriented, economically driven approach to antitrust law is appropriate. They also
underscore the importance of economic research in implementing this approach.

Part II – The Meaning of Consumer Welfare

While most economists and courts agree that the ultimate goal of antitrust is con-
sumer welfare, there is less agreement on the meaning of the term. Though the
issue underlies most of antitrust law and is critical to the efficiency defense in
merger cases, the courts rarely address it explicitly.
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Robert Bork is the chief proponent of the view that consumer welfare should
mean economic efficiency. In a classic paper (1966) and a popular book (1978),
Bork argued that the “whole task of antitrust can be summed up as the effort to im-
prove allocative efficiency without impairing productive efficiency so greatly as to
produce either no gain or a net loss in consumer welfare” (1978, p. 91). He added:
“These two types of efficiency make up the overall efficiency that determines the
level of our society’s wealth, or consumer welfare” (ibid. emphasis added).

Bork’s definition of consumer welfare adopts the traditional measure of
economic efficiency.9 Under this standard, a practice that reduces costs will
increase consumer welfare even if it raises pricesso long as the gains to producers
(from the lower costs and higher prices) exceed the losses to consumers (from
the higher prices).10 This definition of consumer welfare, in short, focuses on the
economy as a whole rather than on consumers.11

Bork’s principal opponent is Professor Robert Lande. In 1978, when Bork’s
book began to create a stir, Lande was a staff attorney in the policy office of
the Bureau of Competition of the Federal Trade Commission (FTC). As head
of that office, I asked him to prepare an independent analysis of the goals of the
antitrust laws, based on a fresh reading of the legislative histories. His findings
and supporting analysis were so acute – and revolutionary – that the Hastings Law
Journal published a revised version of his paper (Lande, 1982), and it became one
of the most cited pieces ever published by that periodical.12

Lande concluded that in passing the antitrust laws, Congress was interested,
as Bork contended, in furthering economic efficiency. It was also concerned with
various social and political goals. But its dominant objective was neither economic
efficiency nor any social or political value. Instead, according to Lande, Congress
wanted above all to prevent firms from exploiting consumers. To put it more
precisely, Congress’s overarching goal was to stop firms from using unfair tactics
to acquire or preserve market power and thereby force consumers to pay higher
prices. As Lande wrote recently, the “overriding concern was that consumers
should not have to pay prices above the competitive level” (1999, pp. 961–962).13

In concept, Lande’s interpretation of consumer welfare contrasts sharply with
Bork’s. While Bork focuses on economic efficiency, Lande focuses primarily on
prices in the relevant market. Lande illustrates the difference by describing how
his approach would alter “the fundamental question asked in merger analysis.”
Lande states (1999, p. 962):

Instead of asking, “is the merger likely to be efficient,” [my approach would ask], “is the merger
likely to lead to higher consumer prices?”14

Lande’s interpretation of congressional intent has been highly influential
in certain arenas. His original article has been cited in at least 285 other law
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review articles15 and has garnered considerable support among law professors.
Even Judge and former professor Frank Easterbrook, closely associated with the
economically oriented Chicago School, appears to have taken Lande’s side in this
dispute (1986, pp. 1702–1703):

The choice [Congress] saw was between leaving consumers at the mercy of trusts and autho-
rizing the judges to protect consumers. However you slice the legislative history, the dominant
theme is the protection of consumers from overcharges.16

According to Lande’s recent paper (1999, pp. 963–966), 25 antitrust professors,
virtually all lawyers and many leading figures in the field (e.g. Philip Areeda),
have endorsed his construction.

The United State Department of Justice and the FTC have also adopted
Lande’s view in their important Horizontal Merger Guidelines (1992, revised
1997), almost without reservation. In the latest revisions, the Guidelines state
that efficiencies cannot save an otherwise anticompetitive merger unless the
efficiencies are sufficient to prevent an adverse impact on consumers.17 Thus, if
the government can show that a merger would cause a significant price increase in
the absence of any cost savings, the merging parties cannot justify the transaction
by demonstrating cost savings unless they can show that these cost reductions
would alter the merged firm’s pricing calculus and cause it to refrain from a price
increase. By making the impact on consumers in the relevant market the litmus test
of a likely merger challenge – and virtually ignoring impact on producer costs and
economic efficiency as independent values– the federal agencies have essentially
embraced Lande’s and rejected Bork’s definition of consumer welfare.18

Although Lande’s interpretation of Congressional intent has swayed many law
professors as well as the federal enforcement agencies, it has made less headway
among courts and economists. As of 1999, Lande could cite only three federal
court decisions that referenced his revolutionary article, none more recently
than 1988. Similarly, his list of professorial endorsements included only three
economists.19 Why so little support in the courts and economics departments?
Has Bork’s view conquered where it counts – among the judiciary?

Part II examines recent federal decisions and concludes that they have not picked
Bork over Lande. To the contrary, while the courts have not settled on a definition
of consumer welfare, they seem more concerned with preventing consumer
exploitation than promoting economic efficiency. Indeed, in the one area where
the two scholars’ views plainly conflict – the efficiencies defense in merger cases
– the courts have, without citing Lande’s analysis, overwhelmingly adopted it.

In contrast, the economics papers in this volume, to the extent they define
welfare, almost always equate it with economic efficiency. Several papers,
however, display a heightened sensitivity to the impact of a practice or order on
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consumers in the relevant market. In two of these papers, this added attention does
not alter the ultimate result: whether the authors focus on economic efficiency or
consumer exploitation, their conclusions are the same. In the third paper, though,
the authors apply a new measure of efficiency – a measure that assigns a value to
preventing consumer exploitation – and conclude that it could change the welfare
evaluation of a recent merger.

Part III – Buyer Power, Consumer Welfare and the Robinson-Patman Act

The antitrust law that is least likely to promote consumer welfare, whether viewed
as economic efficiency or the absence of consumer exploitation, is the Robinson-
Patman Act. This Depression-era statute prohibits sellers, in certain instances, from
favoring some of their customers with price or promotional concessions that they
do not extend to competing customers. Of all the antitrust laws, the Robinson-
Patman Act is the most unabashed in its favoritism of small business.

In Morton Salt– one of the earliest and most important cases decided under
the Act – the Supreme Court declared that the statute’s goal was to prevent large
buyers from gaining an advantage over their smaller rivals:

The legislative history of the Robinson-Patman Act makes it abundantly clear that Congress
considered it to be an evil that a large buyer could secure a competitive advantage over a small
buyer solely because of the large buyer’s quantity purchasing ability.20

This concern for “competitive advantage,” rather than consumer impact or
economic efficiency, led the Court to adopt what is called the “Morton Salt
inference,” which essentially allows judges to infer competitive injury from a
substantial and sustained price differential.

More recently, as the purpose and approach of antitrust law has shifted,
both the Morton Salt inference and the Act itself have been heavily criticized
as protectionist of small business, anticompetitive and ultimately harmful to
consumers. As a result, federal and state antitrust authorities have largely stopped
enforcing the Act, though private enforcement continues.

In his landmark analysis of Morton Salt, published in this volume, John
Peterman concludes, based on the evidence in the record, that the inference of
competitive injury was unjustified in that case. His findings indicate that the salt
manufacturers’ discounts were procompetitive and enhanced consumer welfare.
Like so many other critiques of the Act, his paper raises the question whether
Robinson-Patman enforcement can ever benefit consumers.

In Part III, I examine that issue by focusing on the core elements of a
secondary-line Robinson-Patman violation.21 Despite its shortcomings (both real
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and perceived), the Robinson-Patman Act does not completely ignore the factors
that would be relevant to an economic assessment of discrimination. To establish
a secondary-line price-discrimination violation, for example, a plaintiff must
show that the price difference threatens to cause competitive injury. While that
requirement could trigger an economic analysis of the discrimination’s impact
on competition, Morton Saltand subsequent decisions have foreclosed such an
analysis in secondary line cases.22 The Act’s major defenses are more hospitable
to a consumer welfare analysis. The meeting-competition defense allows a
seller to meet a competitor’s price, thereby encouraging competitive pricing.23

In addition, the cost-justification defense recognizes efficiencies by permitting
sellers to show that a price concession simply reflects the cost savings the seller
realizes in dealing with favored buyers.24

The Supreme Court has characterized two of these elements – the presence
of price discrimination and the absence of cost justification – as the core of
the secondary-line offense. In the Court’s view, the Act reflects an “avowed
purpose . . . to protect competition from all price differentials except those
based in full on cost savings.”25 Part III examines the welfare implications of
non-cost-justified price discrimination induced by a large buyer. While there
is general agreement that cost-justified differentials are procompetitive, the
economic impact of non-cost-justified discrimination is more complicated and
controversial.

Part III begins by asking how much power a buyer must possess in order to
induce an unjustified discrimination. That is an important question, for if a buyer
is in no position to induce a non-cost-justified concession, there is no need to
go through the time-consuming and sometimes inaccurate process of evaluating
specific cost justifications. In my experience, virtually everyone – defense lawyers,
government attorneys, and economists – offers the same answer: in order to induce
a seller to grant a price cut in excess of its cost savings, a buyer must possess
monopsony power.26 Since monopsony power, like monopoly power, is rare, that
view would rule out, from a consumer perspective, virtually all secondary-line
enforcement.

But is such a massive amount of power really needed? Absent monopsony
power, can it be safely concluded that a discrimination in price is cost justified
and therefore procompetitive? Most contemporary discussions of the Robinson-
Patman Act do not address the issue. The leading antitrust treatise – the massive,
multivolume exposition of the antitrust laws that Phillip Areeda and Donald Turner
began and that Herbert Hovenkamp and others now continue – devotes an entire
volume to the Robinson-Patman Act. Well aware of the competition-distorting
role that powerful buyers may play, it urges that enforcement of the Act be limited
to discriminations induced by such buyers:
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Our own view is that the secondary-line provisions of the statute should be reinterpreted to
bring them back to the problem that was the focus of Congress’s original concern: the powerful
buyer who induces a lower price contrary to the interests of the seller, as well as its other buyers
(Hovenkamp, 1999a, pp. 126–127).

This volume does not, however, set forth the circumstances that would enable a
buyer to extract an unjustified concession from a seller.27

The Antitrust Section of the American Bar Association also does not attempt
to specify the required degree of power. In its two-volume analysis of the
Robinson-Patman Act, the Antitrust Section explores numerous questions of law
and policy, including whether competitive injury should ever be inferred in the
absence of systematic favoritism of large buyers. The Section does not, however,
address the kind of power a large buyer would need to obtain such favoritism.28

In addition, two recently published hornbooks on the antitrust laws, the latest by
Lawrence Sullivan and Warren Grimes and an earlier one by Herbert Hovenkamp,
do not examine the issue.29

Peterman’s analysis of MortonSaltand its companion case, International Salt,30

is an exception to this pattern. In his paper, Peterman identifies two situations in
which a buyer can obtain a non-cost-justified concession, and neither requires
monopsony power. The first involves a buyer with a dominant share of purchases.
In certain settings, a dominant buyer can obtain an unjustified concession by
making “all-or-nothing” demands on its suppliers. The second involves a buyer
with bargaining power. In favorable circumstances, a buyer can use its bargaining
leverage – its ability to shift purchases among suppliers – to induce a supplier to
grant a non-cost-justified discount. Peterman explores neither situation in any de-
tail, however, because both appear to be almost completely inapplicable to the salt
cases. Instead, he finds a mountain of evidence that the salt manufacturers offered
discounts only when the discounts were either cost justified or available to all
buyers.31

Part III expands Peterman’s analysis by reviewing the three principal types
of buying power (monopsony power, dominant firm all-or-nothing contracting
power, and bargaining power) and examining whether and in what circumstances
such power can produce unjustified discrimination. It then explores the impact of
the most prevalent form of buying power – bargaining power – on consumer wel-
fare. It finds that non-cost-justified discrimination induced by bargaining power
is often likely to benefit consumers and economic efficiency by lowering prices.
In some settings, however, such discrimination can reduce consumer welfare – by
increasing distribution costs, by raising prices in the long run, or by reducing the
options available to consumers. Part III identifies several situations, therefore, in
which secondary-line Robinson-Patman enforcement would promote consumer
welfare.
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PART I THE ECONOMIC RESEARCH PAPERS

The nine economic research papers in this volume explore the wisdom of older
antitrust cases, critique the use of the traditional measure of efficiency to evaluate a
current merger case, and propose solutions to interesting issues of antitrust theory
and policy.

ANALYSIS OF HISTORICAL CASES

The first five papers review fourteen major cases from the early and middle years
of the twentieth century. Only the second article finds that antitrust enforcement
helped consumers. The other four papers conclude that antitrust action either did
not enhance or affirmatively reduced consumer welfare.

The Standard Oil Breakup

Michael Reksulak, William Shughart, Robert Tollison and Atin Basuchoudhary
examine the implications of a startling fact: after the breakup of the Standard
Oil Company in 1911, John D. Rockefeller’s wealth rose substantially. Instead
of falling, as the trustbusters of the day presumably hoped, the total value of his
petroleum stock tripled by the end of 1913. This sudden and dramatic increase in
wealth raises several issues:

(1) Did the antitrust case have any negative impact on the stock of the Standard
Oil Company of New Jersey?32

(2) If the relief had no impact, why was it ineffective?
(3) What did cause Rockefeller’s stock to soar in value?

In an essay sprinkled with interesting historical evidence, the authors address all
three questions.

To evaluate the impact of the antitrust case on the stock of Standard Oil of
New Jersey, the authors use multivariate regression models. All of them attempt
to determine whether major events in the case influenced the monthly returns to
Jersey Standard stockholders during 1909–1912. Whatever the model used, the
regression results were the same: the major events were negatively correlated with
the stock’s returns, but the correlations were all statistically insignificant. Thus,
the government’s antitrust case may have depressed the stock of Jersey Standard,
but the data do not provide reliable evidence of such a relationship. Instead,
according to the authors, the most likely conclusion is that investors predicted the
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order would be ineffective. Based on stock price analysis, then, the Standard Oil
case appears to be another instance of antitrust failure.

Drawing on the work of other scholars, popular authors like Yergin and Chernow,
and contemporary accounts, the authors identify the principal reasons for this
failure. Most fundamentally, the decree divided Standard Oil of New Jersey along
geographical lines, creating successor companies with little or no overlap in oper-
ations. In essence, the decree replaced a national monopoly with a set of regional
monopolies (Standard Oil of New York, Standard Oil of Ohio, etc.), making it eas-
ier for the successors to avoid competing with each other. This mutual forbearance
was facilitated by another feature of the decree: instead of forcing Jersey Standard
to sell the successor companies to independent owners, the decree spun off their
stock to Jersey Standard’s own shareholders – leaving ultimate ownership of the
assets in the same hands. The order also left the company’s vertically integrated
structure largely intact. Because this structure may have enabled it to disadvantage
rivals by raising their costs of transportation (by railroad or by pipeline), the decree
may have made competition with the successor companies equally difficult.33

If the market power of the successor companies immediately after the decree was
essentially as great as the power of Jersey Standard before the decree, what explains
the rapid rise in Rockefeller’s stock? The authors examine several possibilities,
including the hypothesis that petroleum stocks rose because investors expected
a massive increase in automobile sales and hence in gasoline usage. To assess
this possibility, the authors regress the returns to Jersey Standard stockholders on
the returns to General Motors stockholders (and other variables). Once again, the
regression results show the expected relationship – the returns to General Motors
stock were positively correlated with the returns to Jersey Standard stock – but the
relationship is not statistically significant. While Rockefeller may have benefited
from an expected boom in automobile sales, the data do not confirm that.

The authors conclude that stock price movements lend greater support to a
different thesis: that Rockefeller benefited from broad market trends. The Dow
Jones Industrial Average began moving up in 1911 and the stock of Jersey Standard
rose along with it. While Jersey Standard’s stock rose more rapidly than the Dow,
the average monthly difference in their rates of change was only three percentage
points.

The National Cash Register Case

Kenneth Brevoort and Howard Marvel have unearthed the exception to the
abysmal record of antitrust in these older cases. In an engaging essay, they
conclude that the National Cash Register Company (NCR) mounted a successful
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campaign of non-price predation. In the late 1800s, NCR amassed and then
defended a monopoly against numerous small rivals by deploying a variety of
tactics in an explicit strategy to “knock out” competitors. Many of these practices
constituted predation, according to the authors, because they made no sense
except as devices to disable rivals and harm consumers.

It is interesting that NCR was able to predate against rivals without the use
of predatory pricing. According to Brevoort and Marvel, the company did not
employ widespread price cutting because it was trying to convince customers to
buy a cash register for the first time – a product that most of them doubted they
needed. If NCR had customarily met new entry with broad price cuts, prospective
customers might have concluded that they should defer purchases until the next
entry attempt. To avoid discouraging purchase decisions – and to preserve the
high margins its massive selling efforts had created – NCR eschewed predatory
pricing and turned to non-price methods of extirpating rivals.

NCR wielded many of these weapons through a unit it called the Competition
Department. This unit consisted of NCR agents whose goal was not to sell more
NCR registers but to convince customers not to buy competitors’ machines. NCR
spent a great deal of money on its “competition men” and made clear that the
purpose of this investment was to maintain NCR’s monopoly.

According to Brevoort and Marvel, NCR succeeded in gaining a monopoly
and preserving it for years against competitive assaults. They note, for example,
that the number of entrants fell sharply after 1900. In part, this dominance
was attributable to a path-breaking sales organization, a small army that NCR
organized and motivated to pitch its products. But NCR’s less laudable efforts
to eliminate rivals also mattered. Why were these tactics, and particularly the
tactics of its Competition Department, predatory? The authors conclude that the
company engaged in the following unjustifiable behavior:

� Sabotaging competitors’ machines.
� Spying on rivals to pilfer their trade secrets.
� Marketing “knocker” machines – close copies of competitors’ registers – at

prices that were not only below the competitors’ prices but also below NCR’s
manufacturing costs.34

� Filing or threatening baseless infringement lawsuits against customers who
bought rivals’ machines.

� Acquiring competitors, generally for inconsequential sums.35

In 1912, the U.S. Department of Justice indicted 30 NCR executives. The verdicts
against these executives were later overturned, but the Justice Department obtained
a consent decree in 1915 that prohibited all the company’s predatory practices.
With NCR’s ability to attack competitors limited, new rivals entered – most
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importantly, the Remington Cash Register Company. The decree was not
completely effective, however, in stanching NCR’s old ways and the Justice
Department had to file a contempt action against a number of company salesmen
for their response to Remington’s entry.

Their efforts paled, however, in comparison to NCR’s earlier tactics, and
Remington succeeded. Because new competition had emerged and NCR’s earlier
practices had been predatory, the authors conclude that the NCR case benefited
consumers.

The Morton Salt and International Salt Cases

John Peterman made his reputation through careful analyses of old antitrust
decisions.36 Now, in his most exhaustive effort yet,37 Peterman has dissected
Morton Salt, one of the first and most important Robinson-Patman cases to reach
the Supreme Court, and a companion case, International Salt.38 His conclusions
are arresting. By poring over the records of these matters, he has discovered that
the two discounts that most troubled the Supreme Court did not actually violate the
law. The carload discount – the lower price that salt manufacturers gave buyers for
purchasing salt delivered in carloads – did not even discriminate against smaller
buyers. It was actually available to all purchasers. And the volume discount –
the lower price given for large annual purchases – was in most instances cost
justified.39 In short, neither discount resulted in non-cost-justified discrimination
in favor of the big grocery chains.40

Peterman’s conclusions undermine the basis for liability in Morton Salt. They
weaken the authority of the decision and its most famous contribution to Robinson-
Patman law: the so-called Morton Saltinference of competitive injury.41 Scholars,
practitioners, and others have debated the wisdom of the Morton Saltinference
for years.42 Peterman’s findings supply a fresh load of ammunition to those who
advocate its abolition.

As Peterman notes, the Supreme Court devoted much of its opinion to the car-
load discount. This was a price reduction that Morton, International and other salt
producers offered buyers whose orders were shipped in full railcars. Like the FTC,
the Court found the discount illegal, evidently thinking it was available only to
purchasers large enough to order in carload lots. In fact, Peterman determines, this
was not true. After a review of the entire record (including the testimony of all the
wholesalers that supported the FTC’s case, all the invoices in the record issued
to those wholesalers, and all the testimony of the salt producers’ executives),
he concludes that the salt producers actually extended the discount to any buyer
whose order was shipped in a fully loaded railcar, whether or not the buyer’s order
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was large enough by itself to fill the car. Small buyers’ orders, moreover, were
typically shipped in carloads. In order to take advantage of the lower freight rates
on carloads, the producers’ sales representatives (or “reps”) routinely combined
small orders to form full carload shipments (called “pool” cars). In consequence,
almost all buyers, small or large, received the carload discount.43 The inability –
or unwillingness – of the Commission and the courts to recognize this reality is,
in Peterman’s account, a fascinating and disturbing story in itself.

Peterman’s analysis of the volume discount is somewhat more complicated,
since it was not available to all buyers. Instead, with a few exceptions, Morton
and the other producers granted this discount only to grocery retailers that
purchased at least $50,000 of table salt per year from a single producer.44 Though
discriminatory, the volume discount appears to have been cost justified. The salt
producers had two principal categories of customers: wholesalers (who supplied
smaller retailers) and large grocery chains. According to the evidence Peterman
uncovered, it was cheaper for the producers to sell and ship to the large chains
than to supply the wholesalers.

Morton and the other manufacturers dealt with the wholesalers, and the smaller
retailers they supplied, through two sets of sales representatives: carload reps
and merchandising reps. The carload reps’ principal function was to organize
pool cars for shipments to the wholesalers. The merchandising reps visited the
smaller retailers to solicit orders for shipment to a wholesaler. In contrast, when
the producers sold to the large retail chains, they marketed directly to chain
headquarters, saving the expense of sending merchandising reps to hundreds of
individual chain stores. They also devoted fewer carload reps to the chains, for
the chains usually placed orders on their own initiative in carload lots.

Peterman concludes, therefore, that the salt manufacturers incurred fewer
sales-rep costs when they served the large chains than when they served the
wholesalers. He finds several data sources, moreover, that indicate the cost savings
were great enough to justify the size of the volume discount.

Given this evidence, why did the FTC reject the producers’ cost justification
defenses? The Commission’s stated reasons were methodological: it found
numerous flaws in Morton’s and International’s cost studies. Peterman agrees
that the producers’ cost studies were defective, but his analysis suggests that even
if all the flaws were corrected, the evidence would still show that the volume
discounts were cost justified. In his view, the FTC’s methodological objections
were frequently correct but immaterial.

In several intriguing asides, Peterman points out that the Commission did have
genuine reasons for discomfort. Morton (like International) had argued throughout
the proceedings that its volume discount was justified because it was cheaper to
serve buyers who bought a lot of table salt from it – $50,000 or more a year – than
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buyers who bought less. Yet as mentioned earlier, Morton (like International)
granted the discount to a handful of retail chains and wholesalers whose annual
purchases from it did not meet this threshold. This disconnect between the
producers’ stated rationale for the discount and their actual practice undoubtedly
troubled the Commission.45 Second, when the producers extended the discount to
a few large wholesalers, they were giving it to a set of buyers that failed not only
to meet the $50,000 threshold, but also to reduce the producers’ selling costs.
The producers incurred the same merchandising and carload rep costs on sales to
these wholesalers as on sales to other wholesalers. This discrimination, then, was
not cost justified, and although quite limited in extent, its existence must have
made it easier for the Commission to dismiss the producers’ cost studies.46

Ten Monopolization Cases with Conduct Orders

Robert Crandall and Kenneth Elzinga evaluate the relief in ten monopolization
cases brought by the U.S. Department of Justice in the 1940s, 1950s, and 1960s.
Each of these cases, according to the authors, “represents a major DOJ effort
to use Section 2 of the Sherman Act to affect a substantial sector of the U.S.
economy.” The relief in all of these cases, moreover, was behavioral rather than
structural.47 Although structural relief may be a more dramatic and controversial
outcome, Crandall and Elzinga note that conduct relief is actually a more common
and less frequently studied remedy in monopolization cases.

The authors’ approach to evaluating these cases is distinctive. Most papers
analyzing old decisions, including the papers by Brevoort and Marvel and
Peterman in this volume, ask whether market conditions existing at the time of
the decision justified liability. In other words, was it proper to find a violation
given the market circumstances at the time? Crandall and Elzinga devote some
attention to that issue, but they concentrate on the effectiveness of relief. Rather
than ask whether antitrust action was warranted, they ask whether it produced
tangible benefits for consumers in the relevant markets.

Their conclusions are disturbing. Based on historical price and margin data,
as well as other evidence of actual impact, they find that antitrust enforcement
failed consumers in every case studied. In a few instances, the orders affirmatively
harmed consumers. In most, the relief had no measurable impact whatsoever,
positive or negative. Even where consumers in the relevant markets were
unaffected, moreover, the authors conclude that economic efficiency was reduced
because the cases imposed litigation and compliance costs on the defendants.

Crandall and Elzinga attribute this appalling record to several factors. The causes
are easy to understand in the cases in which relief apparently harmed consumers. In
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one such case, the order prohibited conduct that was procompetitive. The authors
conclude that the decrees in the AT&T (Western Electric) case may have reduced
consumer welfare by preventing AT&T from entering two related businesses (com-
puter hardware and software) where the government later brought monopolization
cases. In two other cases (United Shoeand IBM (punch cards)), the evidence
suggests that conduct relief led to higher prices because the defendants tried to
ward off a more draconian remedy. To make their markets look more competitive
(and thus less in need of structural relief), the defendants increased prices to induce
new entry.

More puzzling are the cases – the great majority of those studied – in which
the relief apparently had no impact at all. How could that be? In most instances,
firms engage in conduct because it increases their profits, and it increases their
profits either by satisfying consumers or by exploiting them. If the conduct is then
enjoined, the impact on consumers should be reversed. Yet in the vast majority of
the cases studied, Crandall and Elzinga find no discernible impact on consumers.

The authors are well aware of this puzzle and identify several reasons why the
relief in these cases apparently had no perceptible effect. In two instances (United
Shoeand General Motors(intercity buses)), economies of scale were so large that
inducing new entry into the market was probably out of the question. United Shoe,
for example, manufactured all its shoe machines in a single plant. In three other
instances (United Fruit, IBM, and Blue Chip Stamp), the defendant or the industry
was in decline, making any remedy largely irrelevant. As Crandall and Elzinga
remark, “Blue Chip was in a market (trading stamps) moving to obscurity, not
monopoly.”

In Safewayand Standard Oil of California, the reasons for the lack of impact
were more subtle. The order in Safewaybanned the supermarket chain from
charging unreasonably low prices, or prices in some stores that were below the
prices in other stores, if the purpose or likely effect was to destroy competition or
eliminate a competitor. By its terms, the decree limited Safeway’s ability to cut
prices, yet it did not in fact diminish price competition in the grocery industry. The
explanation, according to Crandall and Elzinga, is that Safeway’s rivals continued
to engage in price competition, in many instances adopting new methods of price
cutting and promotional pricing – and Safeway matched their behavior. Safeway
took the position that it was entitled to meet competition under the decree, and
the Department of Justice did not object. Nor did it sue any of Safeway’s rivals.
The decree, therefore, had minimal impact.

There is a lesson here. If the government wants to halt an industry-wide
practice, it cannot usually stop with an order against a single competitor.
Instead, it must at least establish a credible threat to sue other firms if they
maintain the behavior. Otherwise, the remaining firms will typically continue the
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practice, and the firm subject to the order will have to meet this competition or
lose business.

In Standard Oil of California, the decree banned the use of requirements
contracts in the sale of gasoline, oil, and other products to independent gas stations.
The authors believe these contracts enhanced efficiency in distribution, yet the
decree banning them did not raise retail prices or otherwise harm consumers.
Why not? In response to the decree, the refiners found another way of achieving
the benefits of requirements contracts. After the case, Standard Oil and the other
major refiners integrated forward into gasoline retailing, opening numerous
company-owned and -operated stations. These company stations put pressure on
the remaining independent stations to keep output up and prices down, thereby
providing the principal benefits of requirements contracts. This substitution of
one form of vertical control for another appears to have protected consumers.

The United Shoe Machinery Case

Roger Blair and Jill Herndon provide a comprehensive analysis of one of the cases
that Crandall and Elzinga examine. Routinely included in casebooks on antitrust
law, the United Shoe Machinerydecision48 is a classic in antitrust jurisprudence,
in part because of the thoroughness and elegance of Judge Wyzanski’s opinion.
But after a detailed review of the case, Blair and Herndon offer an assessment
that is no more positive than that of Crandall and Elzinga. Blair and Herndon
conclude that the practices Judge Wyzanski condemned generally enhanced rather
than diminished consumer welfare.

To reach this conclusion, Blair and Herndon undertake an extensive review
of material relating to the case. They examine the government litigation against
United Shoe that preceded Wyzanski’s decision and the private actions that
followed it. They also canvass the substantial economic literature on the case and
critique it where they think appropriate. Using all this material, Blair and Herndon
conduct a detailed analysis of United Shoe’s behavior, covering not only every
significant aspect of its leasing policy, but numerous features of its other conduct,
including its accumulation of patents and its acquisitions of other shoe machinery
manufacturers.

One prominent feature of United Shoe’s leasing policy is especially interest-
ing, and the authors’ analysis of it illustrates their approach and their conclusions.
With few exceptions, United Shoe would not sell its major machines; if a customer
wanted to use one, it had to lease it. On its face, this lease-only policy is suspicious.
Whatever the advantages of leasing, if a shoe manufacturer decides it wants to buy a
machine, how does it promote consumer welfare to tell the manufacturer it cannot?
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Judge Wyzanski ruled that United Shoe’s lease-only policy was anticompeti-
tive. He concluded, among other things, that it discouraged shoe manufacturers
from switching to United Shoe’s competitors. It also impeded the development
of a second-hand market, which Wyzanski thought would supply additional
competition.

In contrast, Blair and Herndon conclude that United Shoe’s lease-only policy
probably increased efficiency. They begin by noting numerous procompetitive
motivations for leasing. For instance, leasing tends to reduce a customer’s capital
commitments, making it easier for a new firm to enter the industry and for an
established firm to survive. Similarly, leases tend to reduce the loss a customer in-
curs if it must get rid of a machine – because it has become obsolete, or the costs of
repairing it have become excessive. In this respect, leasing is a form of insurance,
with United Shoe – probably the most efficient risk bearer – bearing most of the
risk of loss.

These considerations suggest that most customers would have preferred to
lease rather than purchase United Shoe’s major machines. That was indeed the
case. In addition, every shoe manufacturer who testified at trial supported United
Shoe’s leasing policies.

The significance of this widespread customer support is somewhat debatable.
In dealing with United Shoe, the shoe manufacturers may have faced a collective
action problem. Individually, no shoe firm was in a position to induce new
competition with United Shoe. Acting collectively, they could have done so, but
organizing and enforcing collective action can be difficult. This dilemma may
have explained the firms’ willingness to agree to lease terms that benefited them
in the short run but hurt them in the long run by protecting United Shoe’s dom-
inance. Blair and Herndon argue, however, that this dilemma cannot explain the
remarkably supportive testimony of the shoe manufacturers. If they had accepted
United Shoe’s terms because of a collective action problem, they should have
endorsed the government’s attempt to solve it for them through antitrust action.

But what about those few customers who wanted to buy rather than lease United
Shoe’s major machines? By denying their requests, United Shoe was restricting
their options. Was there some efficiency justification for this refusal to sell? Blair
and Herndon identify several, including reducing transaction costs, preventing
free riding, and improving incentives to maintain product quality.

Blair and Herndon conclude their analysis by exploring and rejecting two
anticompetitive explanations for United Shoe’s lease-only policy. The first is
the Coase Conjecture, the theory Ronald Coase advanced that explains why a
monopolist of a durable good may earn greater monopoly profits by leasing
rather than selling. As Coase recognized, a durable good monopolist has an
incentive to sell the good at the monopoly price to buyers willing to pay that price.
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Under certain circumstances, however, it also has an incentive to sell the good
later at a lower price to other buyers. Since such later sales would undercut the
initial buyers, they may refuse to purchase at the monopoly price, fearing that
the monopolist would subsequently sell to other buyers at reduced prices. The
monopolist’s incentives to engage in such intertemporal price discrimination,
therefore, may prevent it from fully exercising its market power.

Coase suggested that leasing may be a way to solve the monopolist’s pricing
problem.49 If the monopolist uses short-term leases, buyers who entered into
high-price leases would be in a position to switch relatively quickly to low-price
leases if the monopolist begins to offer low-price leases. If the leases are suffi-
ciently short-term, the monopolist’s incentive to engage in intertemporal price
discrimination would be eliminated. By offering short-term leases, therefore, the
monopolist may be able to convince buyers that if it charges them a high price,
it will not later undercut them.

Blair and Herndon conclude that Coase’s theory does not explain United Shoe’s
resort to leasing. Most obviously, United Shoe employed long-term, not short-
term, leases. More generally, economists who have studied the precise conditions
that enable leasing to solve the Coasian pricing problem have concluded that
those conditions did not apply to United Shoe.

Blair and Herndon regard the second anticompetitive theory – the elimination
of a second-hand market – as more plausible. They ultimately dismiss it, however,
because the used machine market that emerged after Judge Wyzanski’s order
did not appear to increase competitive pressure on United Shoe. To the contrary,
Crandall and Elzinga found that United Shoe raised prices after the order.

ANALYSIS OF A CONTEMPORARY MERGER

The Canadian Propane Case

Richard Zerbe and Sunny Knott apply a new measure of efficiency to the recent
merger of Canada’s two largest propane distributors – a measure that incorporates
into the efficiency calculus the transfer of wealth from consumers to producers.
Under the new measure, the propane merger may reduce economic efficiency,
since it would raise prices significantly and thus cause a substantial transfer of
wealth from consumers to producers. Relying largely on the traditional measure,
however, the Canadian Competition Tribunal upheld the merger. In a decision
without precedent in either Canadian or American merger law, the Tribunal held
that the transaction’s cost savings outweighed its adverse effects on consumers in
the relevant market.
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The propane merger thus presents a concrete instance of the conflict between
Lande’s view and Bork’s view of the ultimate purpose of antitrust law. If the
Tribunal’s fact findings and efficiency calculations are correct, the merger would
harm consumers in the relevant market (by raising prices) but benefit consumers
elsewhere in the economy (by saving resources). The largest beneficiaries of the
transaction, of course, would be the merging parties, who would reap increased
profits from both higher prices and lower costs.

This conflict between traditional efficiency and consumer exploitation prompts
Zerbe and Knott to review the Tribunal’s analysis of the merger. They conclude
that the Tribunal’s efficiency analysis is flawed on technical and philosophical
grounds. As a technical matter, the authors note that the Tribunal overlooked a
significant component of traditional efficiency. Relying on recent work by other
scholars and an earlier paper by Zerbe, the authors point out that the impact of a
merger on traditional efficiency depends on whether or not the pre-merger price
was competitive. If it was, then the familiar analysis in Williamson’s classic paper
(1968) applies. If, however, the pre-merger price was not competitive – if the
merging firms had some market power prior to the merger – then Williamson’s
analysis must be expanded to include an additional component.

This expansion is necessary because the propane firms appear to have been
earning supracompetitive profits before the merger. Since the merger would raise
prices, the total output of the merging firms would fall and they would lose
the supracompetitive profits they had been making on the output they would
no longer sell. This reduction in profits is a component of economic efficiency
because it would diminish post-merger producers’ surplus. Had it been included
in the Tribunal’s efficiency calculation, Zerbe and Knott point out, it would have
reduced the net impact of the merger on efficiency to essentially zero.

Zerbe and Knott also object to the Tribunal’s analysis on more fundamental
grounds. The traditional efficiency standard is supposed to measure the difference
between the value to society of additional output and the marginal cost of
producing it. In the authors’ view, however, traditional efficiency ignores a type of
output that has real economic value: the production of moral satisfaction for which
people are willing to pay. Zerbe and Knott contend that this “good” deserves
to be counted in the efficiency calculus along with other goods and services for
which people are willing to pay. Many residents of Canada, for example, might
be willing to pay significant sums to insulate low-income consumers with no
alternative sources of energy from the adverse effects of the propane merger. If
so, these people would realize true economic value if the merger were stopped.

In order to incorporate this category of value into efficiency analysis, Zerbe
has developed a new measure of efficiency. Called KHZ (for Kaldor and Hicks,
pioneers of the traditional measure, and Zerbe), it rests on several assumptions
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(described in the paper) and two key parameters.50 The first parameter represents
how much people would be willing to pay for a particular moral satisfaction. In the
case of the propane merger, for example, it might measure how much Canadian
citizens are willing to pay to protect poor rural households from higher propane
prices.

The first parameter, therefore, allows KHZ to take into account the transfer
of wealth from consumers to producers. Indeed, the first parameter simply
measures how much people concerned about this transfer would be willing to pay
to prevent it. KHZ contrasts sharply, therefore, with the traditional measure of
efficiency, which gives no weight to the transfer. Under the traditional standard
(the sum of producers’ surplus and consumers’ surplus), the transfer is irrelevant
because every dollar lost by consumers is a dollar gained by producers. Zerbe
and Knott assert, however, that if some people are willing to pay to forestall this
transfer, it is not an economically neutral event but an economic loss from the
transaction.

The second parameter represents the cost of achieving the same moral value
through an alternative route. In the case of the propane merger, for example, it
would measure the costs of preventing consumer exploitation by imposing price
regulation on the merged firm.51 Effective price regulation, of course, is costly.
It is difficult to determine what price would have prevailed absent the merger. In
addition, even if that price could be identified, it is expensive to police the merged
firm to ensure that it does not, in effect, charge a higher price by depreciating its
product or reducing its services.

According to KHZ, people who are willing to pay for a particular moral
satisfaction would only pay the smaller of the two parameters. If, for example,
the second parameter were smaller than the first, it would mean in the case of the
propane merger that people concerned about consumer exploitation would pay
no more than the costs of price regulation. In that instance, regulation would be
a less expensive way of protecting consumers than stopping the merger.

After explaining KHZ, Zerbe and Knott apply it to the propane merger. They
can only reach tentative conclusions because they lack direct evidence on the size
of either parameter. They are reasonably certain, though, that the second parameter
is larger than the first. Given the high costs of price regulation, it seems likely that
people concerned about higher propane prices would rather stop the merger than
subject the merged firm to price regulation. The authors also suggest that these
altruists may be willing to pay a significant amount to halt the merger. As a result,
the second KHZ parameter may be large enough to tip the efficiency calculus. In
other words, people concerned about consumer harm may be willing to pay enough
to stop the merger that its net effect on efficiency, as measured by KHZ, would be
negative.
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In support of this second conclusion, the authors note that many propane
consumers in Canada live in rural areas and earn relatively low incomes, and
thus may engender the sympathies of a large number of other people. In addition,
there appears to be a growing desire throughout the world to prevent firms who
have unfairly gained market power from exploiting consumers, regardless of their
income level. As the authors note, most countries, including the United States,
give greater weight in their merger control laws to protecting consumers in the
relevant market than to economic efficiency.

Zerbe and Knott complete their paper with a brief but cogent defense of what
they call the “price standard” of merger review. This standard holds that the test
of a merger’s legality is its impact on prices in the relevant market. The authors
argue that this standard, which is closer to Lande’s view than Bork’s, is likely
to be economically efficient under KHZ. They spell out the conditions under
which this would be true and conclude that those conditions are likely to be
satisfied.

DEVELOPMENT OF THEORY AND POLICY

The final three papers in this volume make notable contributions to the devel-
opment of antitrust theory and policy. The first two focus on merger cases and
identify new ways of analyzing vertical foreclosure and differentiated products.
The third addresses an interesting policy issue – whether patent settlements in
which the patent holder pays the challenger to exit the market should be per se
illegal. Although such settlements can improve efficiency, the paper concludes that
they should be summarily condemned.

Vertical Foreclosure

William Comanor and Patrick Rey supply a fresh answer to what has become
a classic question in antitrust analysis: if an upstream firm has market power,
can it increase that power by preventing its competitors from dealing with
downstream firms? To put the question slightly differently, if a manufacturer has
monopoly power, can it enhance that power by foreclosing rivals from access to
its distributors? In a paper written almost fifty years ago, Bork asserted that the
answer was no. In essence, he argued that there is only a single monopoly profit in
a vertical chain of distribution and that an upstream monopolist can capture that
profit by charging the monopoly price to his own distributors. He gains nothing
by precluding his competitors from selling to those same distributors.52
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Since Bork’s paper, numerous economists have shown that his analysis is in-
correct: vertical foreclosure can enhance the market power of an upstream firm
in several ways. Comanor and Rey begin their analysis by reviewing three well-
accepted methods. First, vertical foreclosure can raise entry barriers by making it
more costly for an upstream entrant to secure effective distribution. Barriers may
be increased, for example, if the monopolist prevents the new entrant from dealing
with existing distributors and forces it to enter both upstream (e.g. production) and
downstream (e.g. distribution) simultaneously. Second, when downstream firms do
not use their inputs in fixed proportions – and thus have some ability to substitute
away from the upstream firm’s product in the event of a price increase – vertical
foreclosure can enlarge the upstream firm’s power by limiting such substitution.
Finally, in oligopoly markets (Bork had relied on models of monopoly and perfect
competition), vertical foreclosure can change the strategic interactions among the
oligopolists and cause them to raise market prices.

Comanor and Rey make a significant contribution to economic theory by
identifying a new way in which vertical foreclosure can enhance an upstream
firm’s market power. They point out that if the upstream firm faces the kind of
pricing problem that Ronald Coase identified in his paper on durable good pricing
– the problem that produced the Coase Conjecture that Blair and Herndon discuss
in their paper – the firm can reduce the problem, and thus increase its market
power, by using various types of vertical foreclosure.

Comanor and Rey illustrate the Coasian pricing problem by analyzing the
pricing options available to a patent holder with monopoly power. The simplest
option is for the patent holder to license its patent to a single licensee at the
monopoly fee. That would enable the patent holder to make monopoly profits.
It would not, however, maximize the patent holder’s profits, for once it licensed
its patent to a single licensee at the monopoly fee, it could make even more
profits by licensing the patent again to a second licensee at a lower fee.53 A
second license may be self-destructive, though, because it would increase the
volume of product in the downstream market, lower prices there, and frustrate the
expectations of the first licensee, which would not have agreed to the monopoly
fee had it known the patent holder would licensee again at a lower fee.54

Indeed, potential licensees, once they recognize the patent holder’s temptation
to engage in successive licenses, may simply refuse to take a license at the
monopoly fee.

The Coasian pricing problem, therefore, may be a serious obstacle to an upstream
firm with monopoly power. It may not be able to exploit this power unless it can
convince downstream firms that it will not engage in opportunism – selling to some
of them at the monopoly price and then later selling to additional firms at a lower
price.
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Comanor and Rey note that the most obvious solution to this problem is for the
upstream firm to make a credible commitment that it will not sell to additional
downstream firms at all – or at least not at any price lower than the price charged
the initial firm. This strategy, however, has a flaw: it may be impossible to make
such a credible commitment, especially when the terms of contracts between
upstream and downstream firms are not public.

Comanor and Rey recognize that if upstream firms cannot make credible com-
mitments, they may still be able to solve their pricing problem through vertical
foreclosure. For example, an upstream firm may simply acquire a downstream
firm. Such vertical integration can eliminate the upstream firm’s incentive to sell
to one buyer at a high price and subsequent buyers at lower prices. Absent any
vertical integration, sales to subsequent buyers at reduced prices impose a negative
externality on the original buyer, who expected to – but no longer can – resell at a
high price. By acquiring a buyer, the upstream firm can internalize that externality.
If it then sells to independent buyers at lower prices, the increased competition
will impose losses on its own unit, deterring it from selling to independent buyers.

Another form of vertical foreclosure – exclusive distribution – can achieve the
same result. If the upstream firm deals only with certain buyers, it cannot undercut
those buyers by selling to other buyers at lower prices. Exclusive distribution,
however, raises the commitment issue again: how can the upstream firm credibly
commit to deal exclusively with certain buyers? As the authors point out, this
issue may be eliminated if the exclusive arrangements are sufficiently public and
enforceable.

Finally, resale price maintenance can solve the upstream firm’s pricing problem.
If the upstream firm enforces resale price maintenance on downstream firms, a
subsequent purchaser cannot undercut an earlier purchaser by reselling at a low
price.

Comanor and Rey, therefore, have uncovered a new mechanism by which
vertical foreclosure can enhance an upstream firm’s market power. When the
firm faces an incentive or opportunism problem that inhibits its ability to sell its
product at a supracompetitive price, vertical controls can remove the obstacle and
increase the firm’s pricing power.

Mergers of Differentiated Products

Paul Johnson, James Levinsohn and Richard Higgins have refined an innovative
technique for analyzing industries with differentiated products. Based on a
model by Levinsohn and Feenstra (1990), this technique, called the “competitive
neighbors” approach, enables lawyers and economists to determine whether one
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differentiated product competes with another. By itself, this approach cannot
define a relevant market. Although it can show that two products compete with
each other, it cannot measure the strength of their rivalry. However, its finding
that two products do notcompete with each other may help establish the contours
of the market. This information can also enhance the efficiency of “demand
estimation,” an econometric tool that is often used to define markets in merger
cases. Demand estimation produces estimates of own and cross elasticities for the
entire set of potentially relevant products. Since this set may contain hundreds
of products, eliminating the need to estimate cross elasticities for some of them
– because they are not “competitive neighbors” of each other – is a significant
benefit. It can reduce the costs and improve the reliability of the procedure.

Johnson, Levinsohn and Higgins define competitive neighbors as products
that are close substitutes for at least some consumers: “Two products, A and B,
are competitive neighbors whenever there are consumers who, originally buying
good A, would purchase good B due to a small increase in the price of A (or,
equivalently, a small decrease in the price of B).” To determine whether two
products meet this definition – to decide, for example, whether skim milk in one
gallon containers is a competitive neighbor of 2% milk in one gallon containers
– the authors have developed a three-step procedure.

Step one requires what the authors call a “hedonic” price regression, a regres-
sion that attempts to discern which product characteristics matter to consumers
and how much consumers are willing to pay for them. The design of a hedonic
price regression is straightforward: the prices of all the products in question are
regressed on the potentially significant characteristics. For each characteristic,
such a regression produces an estimate of its influence on the prices of the pertinent
products.

Step two uses these estimates to develop measures of the surplus that consumers
derive from particular products. Since consumers’ surplus, as mentioned above,
is simply the difference between the value of a product to consumers and its price,
the authors must choose a way of measuring value. They do this by assuming
that consumers value product characteristics in accordance with a class of utility
functions called quadratic utility functions. This class, described more fully in
the paper, allows the authors to model consumer preferences for goods that are
horizontally differentiated. As originally developed, the competitive neighbors
approach required goods to be vertically differentiated.55 Using quadratic utility
functions, the hedonic regression results, and some sophisticated mathematics,
Johnson, Levinsohn and Higgins construct a method for estimating the surplus
that consumers realize from specific products.

In step three, the authors employ the surplus estimates to resolve the ultimate
question of whether a consumer indifferent between the two products at issue
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derives greater surplus from them than from any others. If there is no other
product that provides equal or greater surplus – that is, if the consumer prefers
these two products to any others – the products are competitive neighbors.

This determination can facilitate the analysis of a merger where the potentially
relevant products are differentiated. Although the neighbors approach cannot
prove that a specific product should be included in the relevant market, it can
show that two products are not substitutes to any degree. This is in itself relevant
evidence, and it can improve demand estimation by limiting the number of cross
elasticities to be estimated. For products that are not competitive neighbors, the
cross elasticity can be restricted to zero.

Patent Settlements

Keith and Cris Leffler address one of the most contentious issues in current antitrust
enforcement: whether settlements of patent litigation in which the patent holder
pays the challenger to exit the market should be per seillegal. Such settlements
have occurred with some regularity in the pharmaceutical industry. Brand-name
drug producers have filed patent suits against nascent generic competitors and
negotiated resolutions that effectively barred the generic manufacturers from com-
peting for significant periods of time. These resolutions have deprived consumers
of the option of paying much lower prices for their pharmaceutical needs. Not
surprisingly, several courts have ruled that this method of settling patent disputes
constitutes per seillegal market division.56 Many commentators argue, however,
that these settlements can benefit consumers and should be evaluated under the
rule of reason.57

Leffler and Leffler attempt to settle this issue. They start by breaking down the ef-
ficiency consequences of patent settlements into two components: static efficiency
and dynamic efficiency. By static efficiency, they mean the traditional measure of
economic efficiency: the sum of producers’ surplus and consumers’ surplus.58 By
dynamic efficiency, Leffler and Leffler mean the efficiency of efforts to develop
new products and processes. Both components matter in the evaluation of a patent
settlement. A resolution that bars a generic manufacturer from competing is likely
to reduce static efficiency (by prolonging the branded drug’s monopoly) but may
increase dynamic efficiency (by raising the branded manufacturer’s profits and
thus enhancing its incentive to develop new drugs).

Leffler and Leffler evaluate static efficiency through an economic model – a
simple but revealing representation of the interactions between a monopolist with
a patent and an entrant with an arguably infringing product. Initially, the authors
assume that the monopolist and the entrant have the same expectations about
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the validity of the patent (i.e. they both see the same likelihood of a successful
challenge). Under this assumption, the authors calculate, the parties will always
settle their dispute. Moreover, the joint profit-maximizing settlement would
always maintain the monopoly outcome, since allowing the entrant to compete
would lower the two firms’ total profits. To maintain the monopoly outcome, the
monopolist would simply make a lump-sum payment to the entrant to exit the
market. In contrast, the settlement that would maximize static efficiency would
require the monopolist to license its patent to the entrant. This would allow the
entrant to compete with the monopolist and drive down market prices.

With identical expectations of patent validity, therefore, Leffler and Leffler
conclude that licensing settlements always produce greater static efficiency than
settlements that maintain the monopoly outcome. When the authors move to
the more complicated and realistic situation in which the firms have different
expectations about patent validity, they reach a similar but not identical conclu-
sion. With differing expectations, a larger variety of outcomes is possible. In
some cases, the firms’ expectations are so divergent that they cannot agree on a
licensing settlement. In these instances, a lump-sum settlement that excludes the
entrant would both maximize profits and maximize static efficiency (by avoiding
litigation costs). In short, with differing expectations about patent validity, a
lump-sum, entrant-excluding settlement can sometimes be optimal.

Doesn’t that prove that a flat ban on such settlements is inappropriate? No, say
Leffler and Leffler, for three reasons. First, according to their calculations, such
settlements will maximize static efficiency only on rare occasions.59 Second,
since the vast majority of lump-sum, entrant-excluding settlements would hurt
static efficiency, a rule that prohibited them all would be clearly preferable to a
rule that permitted them all.60 Finally, the authors reject the intermediate approach
– applying the rule of reason to lump-sum settlements in an effort to distinguish
those that increase static efficiency from those that reduce it – on the ground
that the information needed to make this distinction is too difficult to obtain
and evaluate.

Leffler and Leffler conclude, then, that a per seban on lump-sum, entrant-
excluding settlements would maximize static efficiency. When the authors turn to
dynamic efficiency, they switch their mode of analysis – from an economic model
to legal interpretation. They concede that lump-sum settlements that maintain the
monopoly outcome may enhance dynamic efficiency by improving incentives to
innovate. But they contend that this justification is unacceptable under the patent
laws. In establishing the contours of these laws, Congress and the courts have in
effect determined how much static efficiency they are willing to sacrifice in order
to promote dynamic efficiency. As a result, according to the authors, an increase
in dynamic efficiency cannot be used to justify a settlement that reduces static
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efficiency, if the settlement departs from the tradeoff between static efficiency
and dynamic efficiency that Congress and the courts have made.

How do the authors identify the terms of this tradeoff? They derive them from
two fundamental characteristics of the patent laws. First, patents do not have
unlimited lives. As many authorities have noted, Congress placed a time limit on
patents in order to establish an appropriate tradeoff between static efficiency and
dynamic efficiency. Second, the issuance of a patent does not create a conclusive
presumption of validity. Courts allow patents to be challenged, and the probability
that they will be held invalid itself represents a tradeoff of static and dynamic
efficiency.61 By giving patents a limited life and by making them contestable,
therefore, Congress and the courts have effectively embodied a balance between
static and dynamic efficiency in the patent laws.

Under this analysis, lump-sum settlements that maintain the monopoly outcome
cannot be justified. They may enhance dynamic efficiency, but they both depress
static efficiency and depart from the congressional and judicial balance in a
critical way. By excluding entrants from the market, they substitute a private,
conclusive determination of patent validity for the rebuttable presumption.

The contrast with licensing settlements is stark. By forcing entrants to concede
– tacitly if not explicitly – a patent’s validity, and by inducing them to exit the
market, lump-sum settlements eliminate the possibility of a patent challenge that
would result in lower prices. Licensing settlements, however, incorporate the
possibility of a successful challenge into the license fee. The higher the probability
of a successful challenge, the lower the license fee and the greater the entrant’s
impact on market prices. In effect, licensing settlements reflect the contestability
of a patent, while lump-sum settlements eliminate it. In this way, they depart from
the congressional and judicial tradeoff. As a result, Leffler and Leffler conclude,
per secondemnation of lump-sum, entrant-excluding settlements is appropriate.

PART II THE MEANING OF CONSUMER WELFARE

Courts seldom discuss the goals of the antitrust laws. In most cases, the rules of
law are sufficiently well developed and the precedent interpreting them sufficiently
clear that courts can resolve the issues before them without having to resort to
legislative history. Of the hundreds of federal antitrust decisions issued each year,
only a small portion address the purposes of the antitrust laws. From this relatively
small group of cases, however, it is possible to identify the main contours of
the judiciary’s understanding of the goals of antitrust. A review of the decisions
issued in the last ten years, and several significant earlier opinions, leads to three
conclusions.62
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First, courts have firmly rejected the notion that the antitrust laws are intended
to protect competitors. Numerous decisions declare that the purpose of antitrust
law is to protect competition, not competitors. Judges, however, rarely attempt to
define “competition,” despite the centrality of the concept. What many decisions
have provided, instead, is a kind of indirect definition, by declaring that the goal
of the antitrust laws is to protect consumers.

This recognition of the primacy of consumer interests – or, as it is most
frequently expressed, of “consumer welfare” – is important. It means that many
courts have implicitly defined competition as a process that promotes the welfare
of consumers. Under this definition, a practice is “anticompetitive” only if it harms
consumers and it is “procompetitive” only if it benefits consumers. Although the
number of cases that have articulated this consumer perspective is not overwhelm-
ing, it has appeared consistently over the last 25 years in federal decisions at all
levels, including decisions in a majority of the appellate circuits, and there does
not appear to be any significant authority to the contrary. It seems fair, therefore,
to reach a second conclusion: there is now a broad agreement among the federal
courts that the ultimate purpose of the antitrust laws is to benefit consumers.

But which consumers should benefit: consumers in the relevant market or
consumers in the economy as a whole? On this issue – one way of characterizing
the Bork v. Lande debate – the courts have not reached agreement. They remain
divided over whether the ultimate purpose of antitrust law is to promote economic
efficiency, and thereby benefit consumers in the economy as a whole, or to protect
consumers in the relevant market from exploitation. At the same time, though, a
resolution appears to be emerging. Recent federal decisions seem to be more inter-
ested in preventing consumer exploitation than in advancing economic efficiency.
The third conclusion, therefore, is that while there is no consensus, the courts
appear more sympathetic to Lande’s than Bork’s definition of consumer welfare.

A number of opinions provide at least some support for the view that consumer
welfare means economic efficiency. One D.C. Circuit opinion, written by Bork,
likely adopted his definition of the term when it stated that the purpose of antitrust
is to promote consumer welfare. Other decisions may have equated consumer
welfare with economic efficiency because the Supreme Court seemed to do so
in Reiter v. Sonotone.63 In Reiter the Court declared that the Sherman Act is a
“consumer welfare prescription,” citing The Antitrust Paradox, the book in which
Bork defined consumer welfare as economic efficiency.64 Finally, decisions
by Judge Posner and others indicate that antitrust violations require an output
restriction or an adverse impact on allocative inefficiency – concepts more closely
linked with the Chicago School than with Lande.

In contrast, several courts have implicitly supported Lande by characterizing
the purpose of antitrust as protecting consumers from higher prices or other
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adverse effects – without adding that such injuries could be justified by significant
efficiencies. More importantly, many courts have asserted that the efficiencies
of a merger are irrelevant unless their benefits would be passed on to consumers
– a position inconsistent with Bork. In addition, in its most recent predatory
pricing case, the Supreme Court stated that below-cost pricing generally enhances
consumer welfare even though it may reduce economic efficiency. In contrast to
Reiter, the Court’s discussion made clear that consumer welfare depends less on
economic efficiency than on the level of prices in the market.

Overall, therefore, the case law appears to support Lande more than Bork.
There is not yet a consensus, though, in part because the debate has not attracted
enormous attention. No court has ever tried to choose between Lande and Bork
by comparing and analyzing the two scholars’ interpretations of the legislative
history. Evidently, no court has felt it had to do so. The choice between their
interpretations matters only when a challenged practice would both harm
consumers in the relevant market andbenefit (or at least not hurt) consumers in
the economy as a whole. In many areas of antitrust law, this conflict occurs rarely.
In the merger area, however, it often arises when courts attempt to determine
the scope of an efficiencies defense. In this area, the pertinent decisions have
uniformly indicated, without citing Lande or Bork, that they would resolve the
conflict in favor of consumers in the relevant market.65

Among economists, in contrast, there is a more general consensus, and it sup-
ports Bork. When economists refer to consumer welfare (or “total” or “social”
welfare), they ordinarily mean the sum of consumers’ surplus and producers’ sur-
plus, the traditional measure of economic efficiency. The papers in this volume
adhere to this convention, as do leading industrial organization textbooks. It has
also been true of virtually every conversation I have ever had with an economist.

The economics profession as a whole, therefore, remains committed to Bork’s
definition of consumer welfare.66 Despite this commitment, several papers in this
volume employ approaches that pay special attention to consumers in the relevant
market. The most innovative appears in Zerbe and Knott’s review of a recent
Canadian merger case. The authors note that the Canadian Competition Tribunal
found that the merger would increase the traditional measure of efficiency. They
utilize a new measure, however, that assigns a value to preventing the transfer of
wealth from consumers to producers – Lande’s pivotal concern. Under this new
measure, the impact of the merger on economic efficiency may be negative.

COMPETITION NOT COMPETITORS

In 1962, in a landmark merger case, the Supreme Court pointed out that “the
purpose of antitrust is to protect competition, not competitors.”67 This proposition,
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now one of the most familiar in all of antitrust law, continues to be cited repeatedly.
During the period 1998–2002, at least 133 decisions reiterated the proposition. In
the first half of 2003, another 14 made the point.68

Courts recite the principle so frequently because it is fundamental to the current
understanding of the antitrust laws. As these statutes are interpreted today, they are
not intended to protect competitors from competition, but to protect the process
of competition itself.69 But what is competition? How do we know if it has been
reduced or restrained? Very few courts have defined the word. More often, courts
simply describe the ultimate purpose of antitrust law or the fundamental harm that
antitrust enforcement is designed to prevent. In doing so, however, they have in
effect defined competition as a process for achieving that purpose or preventing that
harm. Without exception, these definitions, implicit or explicit, view competition
as a mechanism for promoting the interests of consumers.

THE PRIMACY OF CONSUMER INTERESTS

Many recent decisions have expressed this consumer-oriented view of antitrust
law. In 2003, for example, the Sixth Circuit quoted a trial court statement that “the
very purpose of antitrust law is to ensure that the benefits of competition flow to
purchasers of goods affected by the violation.”70 Two years earlier, in one of the
most famous antitrust opinions of our time, the D.C. Circuit declared:

[T]o be condemned as exclusionary, a monopolist’s act must have an “anticompetitive effect.”
That is, it must harm the competitive processand thereby harm consumers.71

A few years before, the Ninth Circuit observed:

Of course, conduct that eliminates rivals reduces competition. But reduction of competition
does not invoke the Sherman Act until it harms consumer welfare.72

In another case, the Tenth Circuit emphasized:

To be judged anticompetitive, the [conduct] must actually or potentially harm consumers. That
concept cannot be overemphasized and is especially essential when a successful competitor
alleges antitrust injury at the hands of a rival.73

All four opinions indicate that consumer interests are paramount under the antitrust
laws. The first decision suggests that the purpose of the antitrust laws is to benefit
consumers. The next three opinions make clear that an antitrust violation cannot
occur unless consumers have been harmed. These cases do not stand alone. In
the last 10 years, numerous other cases have also indicated that the welfare of
consumers is either the ultimate goal of the antitrust laws or the standard for
determining a violation.74
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The judiciary’s frequent references to consumer welfare echo the Supreme
Court’s use of the term in 1979. Holding that consumers had standing to sue
for overcharges, the Court observed in Reiter v. Sonotonethat the floor debates
“suggest that Congress designed the Sherman Act as a ‘consumer welfare pre-
scription.’ ”75 For that proposition, the Court cited Bork’s book,76 indicating to
some observers that the Court had adopted Bork’s efficiency test.

A few years later, Judge Posner embraced the Court’s emphasis on consumer
welfare. Spelling out the requirements of the rule of reason, he wrote that
the impact of a practice on competition should be determined by its impact
on consumer welfare. Posner thereby created the most explicit definition of
competition in recent case law:

[Under the rule of reason, if the defendant does have market power] then inquiry proceeds
to the question whether the challenged practice was likely – with due consideration for any
justificatory evidence presented by the defendant – to help rather than hurt competition, viewed
not as rivalry as such but as the allocation of resources that maximizes consumer welfare.77

Referring to his definition as the “economic conception of competition,” Judge
Posner stated in a subsequent opinion that the Supreme Court had made it the
“lodestar that shall guide the contemporary application of the antitrust laws.”
Sounding more like Lande than Bork, he added that it requires the fact finder “to
make a judgment whether the challenged [practice] is likely to hurt consumers.”78

That same year, Bork (then a judge on the D.C. Circuit) declared in a majority
opinion that “the purpose of the antitrust laws” is “the promotion of consumer
welfare.”79 He did not define the term but was almost certainly referring to his
own definition.

Later decisions also accorded a central role to consumer welfare, but the link
between that term and economic efficiency began to disappear. In 1987, referring
to one of Lande’s key ideas, Judge Easterbrook stated that “the principal purpose of
the antitrust laws was to prevent overcharges to consumers.”80 Later, the Eleventh
Circuit ruled that economies could not justify a presumptively anticompetitive
acquisition unless the defendant could show that the economies would benefit
consumers in the relevant market. Because economies do not need to benefit
consumers in the relevant market in order to increase economic efficiency, the
Eleventh Circuit implicitly adopted Lande’s approach.81 Numerous courts have
taken the same position.82 One district court, for example, rejected an efficiencies
defense because “even if the merger resulted in efficiency gains, there are no
guarantees that these savings would be passed on to the consuming public.”83

Despite differences over the meaning of “consumer welfare,” virtually every
case cited in this section defines competition in terms of its impact on some
type of consumer interest. It seems reasonably clear, therefore, that there is now
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broad agreement among the federal courts that the ultimate goal of antitrust law
is consumer welfare.

THE DEFINITION OF CONSUMER WELFARE

Discerning what courts mean by consumer welfare is a more difficult task. The
inquiry is challenging because virtually no opinion attempts to define the term
explicitly.84 Nor have courts approached the question by deciding which inter-
pretation of congressional intent – Lande’s or Bork’s – is correct. In fact, Lande’s
path-breaking article has not been cited by a federal court since 1988.85 In addition,
judicial references to consumer harm are frequently ambiguous because many
anticompetitive effects are objectionable under either Lande’s or Bork’s interpre-
tation. A price increase may both transfer wealth from consumers to producers
and reduce economic efficiency. Similarly, an output reduction may diminish
economic efficiency and, by raising price, hurt consumers in the relevant market.

Despite these difficulties, some opinions are unmistakably pro-Lande or
pro-Bork, and others seem to support one view more than the other. For example,
University Health86 and Tote87 clearly adopt Lande’s conception of the over-
arching goal of the antitrust laws. Like many other cases endorsing a pass-on
requirement, these decisions make impact on consumers in the relevant market,
not economic efficiency, the test of a merger’s legality.88

Further, in its most recent predatory pricing case, the Supreme Court indicated
that consumer welfare refers primarily to the welfare of consumers in the relevant
market. The Court was considering whether below-cost pricing should be illegal
even if the defendant had little or no prospect of recovering the losses it incurred
during the period of low pricing. The Court decided that the answer was no. To
establish illegal predatory pricing, a plaintiff must prove both pricing below cost
and a significant probability of recoupment. In explaining why predatory pricing
(i.e. below-cost pricing) was not illegal by itself, the Court stated:

Without [recoupment], predatory pricing produces lower aggregate prices in the market, and
consumer welfare is enhanced. Although unsuccessful predatory pricing may encourage some
inefficient substitution toward the product being sold at less than its cost, unsuccessful predation
is in general a boon to consumers.89

In the first sentence, the Court equated consumer welfare with the level of “prices
in the market,” seeming to adopt Lande’s interpretation completely. In the second
sentence, the Court recognized that below-cost pricing may cause some allocative
inefficiency by inducing consumers to make additional purchases of a product
whose price does not cover its cost.90 The Court concluded, however, that this
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inefficiency was outweighed by the benefit to consumers of lower prices. In the
second sentence, therefore, the Court appeared to view consumer welfare as a
two-pronged concept, with economic efficiency less important than impact on con-
sumers in the relevant market.91 In short, fourteen years after Reiter, the Supreme
Court enunciated a conception of consumer welfare that matched Lande’s more
closely than Bork’s.

Other recent opinions provide some support to Lande because they indicate
that a central aim of the antitrust laws is to protect consumers from higher prices,
but fail to mention an exception for significant efficiencies.92 These cases are not
definitive, though, because they do not address whether cost savings may excuse
higher prices.

In contrast, several opinions appear to support Bork’s view of consumer
welfare. The decision that Bork himself wrote presumably adopts his own test.93

In addition, two Posner opinions make allocative efficiency the “lodestar” of
antitrust enforcement and thus adopt at least part of Bork’s measure.94 Moreover,
two other cases indicate that a plaintiff must show allocative inefficiency or
its equivalent – an output restriction. Like Posner’s opinions, however, these
decisions do not articulate any exception for increased productive efficiency, and
thus do not fully endorse Bork’s test.95

It is not clear how to interpret the opinions that simply describe the purpose of
the antitrust laws as “consumer welfare,” without elaboration. It could be argued
that these decisions subscribe to Bork’s view because the first time the Supreme
Court indicated that “consumer welfare” was the ultimate goal of antitrust law,
it relied on Bork’s book. In describing the Sherman Act as a “consumer welfare
prescription,” however, the ReiterCourt did not actually define consumer welfare,
consider alternative definitions of the term, or reject Lande’s interpretation for
Bork’s. Indeed, the Court could not have rejected Lande’s interpretation because
his article had not yet been published. In addition, the Court may not have under-
stood that by “consumer welfare,” Bork did not mean the welfare of those who
consume the defendants’ products. He meant economic efficiency, which can rise
even when those consumers are hurt. It is difficult, therefore, to read Reiteras an
endorsement of Bork’s view over Lande’s, and it is not obvious that the lower courts
have done so.96 Moreover, when the Supreme Court used “consumer welfare”
almost a decade and a half later in Brooke Group, it did not equate the term with
economic efficiency. To the contrary, the Court indicated that the most important
determinant of consumer welfare is whether consumers in the relevant market are
better off.

While it appears, therefore, that Lande’s view commands more support today
than Bork’s, there is no consensus. The courts have not decided exactly what
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they mean by their frequent statements that the purpose of the antitrust laws is to
promote consumer welfare.97

THE ECONOMISTS’ VIEW

In contrast, the economics profession as a whole continues to analyze antitrust
issues in terms of the traditional measure of economic efficiency. Both Carlton and
Perloff and Scherer and Ross employ this measure in their industrial organization
textbooks when evaluating the impact of a practice or policy on welfare.98 All
eight papers in this volume, to the extent they identify a welfare standard, refer to
economic efficiency.99

Several papers, however, give special attention to the impact of a practice or
order on consumers in the relevant market. For example, assessing the efficiency
consequences of ten conduct orders, Crandall and Elzinga focus on the orders’
impact on consumer prices.100 In addition, Leffler and Leffler first use traditional
efficiency to appraise various methods of settling patent disputes, and then com-
pare the alternatives in terms of their impact on consumers’ surplus alone.101 Most
interestingly, Zerbe and Knott utilize a new measure of economic efficiency that as-
signs a value to preventing the transfer of wealth from consumers to producers.102

Regardless of whether these developments signal a general shift in economists’
conceptions of welfare, they display, at minimum, a heightened sensitivity to what
Lande and many other law professors regard as the overarching purpose of the
antitrust laws.

PART III BUYER POWER, CONSUMER WELFARE AND
THE ROBINSON-PATMAN ACT

Unlike the other antitrust laws, the Robinson-Patman Act is actually a threat
to competition and consumer welfare. Numerous authorities have observed that
Robinson-Patman cases may shield small firms from vigorous rivalry, keeping
prices and costs at supracompetitive levels. Criticism of the Act has been so great
that many antitrust practitioners and scholars are now reluctant to support any
secondary-line enforcement.103

This understandable attitude may have led to a misinterpretation of the Act’s
requirements. One example may be the amount of buyer power required to in-
duce a non-cost-justified concession – the core of the secondary-line offense. As
mentioned earlier, most antitrust professionals seem to feel that a buyer cannot
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obtain a price reduction in excess of the seller’s cost savings unless it has monop-
sony power. While this position would greatly reduce the number of secondary-
line cases that could be justified from a consumer welfare perspective, it is
not correct.

The following three sections examine the principal types of buyer power and
explain why monopsony power is not needed for non-cost-justified discrimina-
tion. The final section discusses the impact on consumer welfare of unjustified
discrimination induced by the most common type of buyer power – bargaining
power.

MONOPSONY POWER

Monopsony power is the “flip side” of monopoly power.104 The concepts are
symmetrical because both monopolists and monopsonists increase their profits –
and affect the market price – by restricting output. A monopolist raisesthe price of
its product by reducing the total quantity it sells. A monopsonist lowersthe price
of an input by reducing the total quantity it buys. In both cases, the firms influence
the market price by their output decisions.105

A monopsonist, however, does not induce secondary-line price discrimination
by reducing the quantity it purchases. The exertion of monopsony power causes
input sellers to charge less for their inputs, but it does not cause them to dis-
criminate by charging the monopsonist less than they charge competing buyers.
By reducing the quantity it buys, the monopsonist depresses the marketprice to
all buyers.106

Because of this, the monopsony model is inapt for a secondary-line Robinson-
Patman case. In such cases, the issue is not whether a buyer has depressed the
market price below the competitive level – the issue with monopsony – but whether
a buyer has obtained a lower price than its competitors. The monopsony model
does not address that issue. Nor does it address a related and even more central
issue: how can a buyer obtain a price that is not only discriminatory but unjustified
by the seller’s cost savings?

This conclusion does not mean that a large buyer with monopsony power is
unable to induce an unjustified concession. It simply means that it cannot do so
by reducing the total quantity it purchases from all suppliers. One alternative
is to employ all-or-nothing offers – refusals to purchase anything at all unless
the supplier charges other buyers a higher price. As the next section indicates,
all-or-nothing offers may enable a dominant buyer to obtain a discriminatory and
non-cost-justified price even from perfectly competitive sellers – a group that
normally could not profitably engage in unjustified price discrimination. Another
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and more common tactic is to make a credible threat to move business from one
supplier to another unless a concession is forthcoming. As the succeeding section
demonstrates, such an exercise of bargaining power may allow a buyer whose
power falls considerably short of monopsony power to induce an unjustified
concession.

DOMINANT FIRM ALL-OR-NOTHING
CONTRACTING POWER

In this volume, Peterman explains how a buyer can exact discriminatory and un-
justified prices from its suppliers by using all-or-nothing contracting. In brief, if
a buyer is the dominant purchaser of an input, it can threaten eachseller of the
input with a total cutoff of all purchases unless the seller charges competing buyers
(the fringe) a higher price than the price the dominant firm demands. In certain
circumstances, it will make sense for the sellers to accede to the dominant firm’s
demands, and the resulting all-or-nothing contracts will subject fringe firms to an
unjustified competitive disadvantage.

All-or-nothing contracts are especially interesting because they may be
employed even when the selling side of the market is perfectly competitive.
Ordinarily, sellers in a perfectly competitive industry cannot increase their profits
by practicing unjustified price discrimination because they lack market power. In
the standard formulation of the requirements for economic (i.e. non-cost-justified)
price discrimination, market power is the first requirement. When a seller lacks
market power, its profit-maximizing strategy is to charge a single price – the
market price – equal to its marginal cost. If it tried to charge different prices to
different customers, its profits would fall. If it attempted to charge a price above
the market price to some of its customers, they would switch to other sellers and
it would lose their business. If it charged a price below the market price to some
of its customers, they would benefit, but it would be giving up profits, since it
could sell everything it produced at the market price.107

According to Peterman, the flaw in the standard analysis is that it overlooks the
case in which perfectly competitive sellers face a dominant buyer with the ability
to make all-or-nothing offers. In order to make credible all-or-nothing offers, a
dominant buyer must have a very large share of total purchases. Peterman stipulates
that the buyer must be able to purchase more from every sellerthan the amount the
fringe would purchase from that seller. When that condition is met, however, even
a perfectly competitive seller may find it more profitable to accede to the dominant
buyer’s demands (selling to the dominant buyer at the price it demands and the
fringe at a higher price) than supply only the fringe.108
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Because the dominant buyer must be much larger than the fringe for all-or-
nothing offers to work, the model may not apply in many markets. Peterman
maintains (p. 266): “[S]uch instances are likely to be rare, and I know of no actual
case that fits the description.” It appears more likely that unjustified concessions
are simply the result of bargaining power.109

BARGAINING POWER

The ability to wield bargaining power to induce non-cost-justified discrimination
arises in oligopoly markets. When sellers are pricing interdependently, whether
cooperatively or noncooperatively, they are vulnerable to buyer pressure. Pricing
above marginal cost, they may be whipsawed by large buyers seeking concessions.
One seller may yield to the pressure, break ranks, and extend a discriminatory
discount to its largest customer not because it is cheaper to serve that customer,
but simply to preserve its business.

Bargaining power is distinct from monopsony power. As just explained, a
monopsonist obtains a reduction in the price of an input by reducing the total
quantity it purchases from all suppliers. In contrast, a large buyer exerts bargaining
leverage by making a credible threat to transfer business from one seller to another
if a price reduction is not forthcoming. Alternatively, the buyer may promise to
bring new business to a seller in return for the concession. In either case, the
amount of power required appears to be significantly less than the power required
for monopsony.

Scherer and Ross have extensively analyzed the ability of buyers to exercise
bargaining power – or “countervailing power” – against oligopolistic sellers.
They confirm that one source of this leverage is the buyer’s ability to pit sellers
against each other – threatening to remove business from one, or promising to
place business with another, depending on which seller offers the lowest price.
Scherer and Ross explain (pp. 528–529):

Large buyers . . . play one seller off against the others to elicit price concessions. For instance,
each of the major U.S. automobile manufacturers has traditionally had a principal tire supplier,
but each also spreads its business around to other tire makers so that it can threaten to shift, or
actually shift, its distribution of orders in favor of the supplier who offers more attractive terms.

The rationale for these tactics is simple. If a buyer can present an oligopolistic
seller with a credible threat to move business, the seller has a powerful incentive
to shave prices. So long as the price the buyer demands is above the seller’s
marginal cost, the seller can still make some money on the business. If the seller
refuses to do so, however, it is likely to lose the business and make no profit
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at all on it. In this situation, the essence of the buyer’s power is its ability to
convince an oligopolistic seller that it must choose between surrendering some of
its supracompetitive profits on a block of business or forfeiting them all.110

The amount of business at stake, and thus the volume of supracompetitive profits
at risk, is likely to influence a seller’s willingness to grant a concession. Buyers
can enhance their bargaining leverage, therefore, by amalgamating their orders.
Scherer and Ross state (p. 528):

[O]ligopolists are prone to cut prices in order to land an unusually large order, especially when
they have excess capacity. Large buyers can exploit this weakness by concentrating their orders
into big lumps, dangling the temptation before each seller, and encouraging a break from the
established price structure.

As Scherer and Ross suggest, a buyer’s bargaining strength also depends on the
amount of excess capacity its suppliers face. In fact, many considerations affect
the bargaining power of a buyer, including order size, excess capacity, the secrecy
of concessions, and the strength of pricing discipline among sellers.111

When a buyer does have effective bargaining power, Scherer and Ross conclude
that it can obtain concessions that are not only discriminatory but unjustified by
cost savings. In their analysis of economic (i.e. non-cost-justified) price discrimi-
nation, Scherer and Ross include a list of the causes of such discrimination. This
list, consisting of an informal and then a more formal description of each cause,
contains the following type of bargaining power (p. 492): “Give-in-if-you-must.
Secret departures are made from list prices when buyers play one seller off against
the others.”

Later, the authors reiterate that large buyers can induce non-cost-justified con-
cessions and provide a concrete example of such conduct (p. 532):

[I]f the concessions are exacted not because of cost differences, but because the large buyer
has bargaining leverage that smaller buyers lack, the large buyer may . . . retain a persistent
advantage over its less powerful rivals . . . . A striking example was the Champion Company’s
sale of identical spark plugs to Ford Motor Company at six cents per unit for original equipment
installation and 22 cents for replacement part use, while independent wholesalers paid 26.1 cents
per unit.112

Areeda, Hovenkamp and Solow also agree that bargaining leverage can cause
persistent price differences between large buyers and their smaller competitors (p.
204):

[A] common consequence of large buyer bargaining pressure is likely to be recurrent and more
or less systematic price discrimination in which large buyers obtain lower prices than smaller
buyers.113

In appropriate circumstances, then, large buyers can extract unjustified concessions
from oligopolistic sellers through bargaining power. How large does a buyer have
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to be to accomplish this? A general answer may not be possible, given the number
of relevant factors, but evidence from three sources – Scherer and Ross, Porter,
and Peterman – suggests that monopsony power is not required.

As just noted, Scherer and Ross report that Ford Motor Company obtained a
significant, persistent, and unjustified advantage over independent wholesalers in
the purchase of spark plugs, yet it is unlikely that Ford was a monopsonist. During
the period in question, General Motors, Chrysler, and other U.S. automakers
were also buying spark plugs. In addition, Scherer and Ross point to the “retail
trades” as a sector of the economy where large buyers are likely to be in a position
to obtain “a concession unrelated to cost” (p. 532). They state: “As buyers, the
large food and drug chains, discount outlets, and mail order houses can engage
in all the bargaining tactics discussed earlier” (p. 533). It is unlikely, however,
that any of these buyers has monopsony power. The largest supermarket chain
– indeed, the largest retailer of any type – is Wal∗Mart, and when it purchases
items for its supermarkets, it competes with national chains like Kroger, Safeway,
and Albertson’s, national wholesalers like SuperValu, many regional chains and
wholesalers, and (to some extent) warehouse clubs like Costco.

In his influential book on business strategy (1980), Michael Porter reviews
the factors that give a buyer leverage over a supplier. At the top of his list is the
buyer’s share of the supplier’s business. As an example, he cites the ready-to-wear
clothing industry. Department store and clothing store chains have apparently
obtained unjustified concessions from ready-to-wear clothing manufacturers
because, as Porter indicates, they have been able to depress the manufacturers’
margins. Porter does not suggest, though, that any of these buyers had monopsony
power. It also seems unlikely that any clothing retailer, acting individually or in
parallel with others, had induced lower input prices simply by reducing its total
purchases, rather than by playing off the manufacturers against each other.

Finally, in his analysis of the salt cases, Peterman finds that the salt producers
granted their volume discount to only a few wholesalers, all of whom were
members of wholesaler groups. Because the wholesaler groups were no cheaper
to serve than other wholesalers, extending this discount to the wholesaler groups
constituted non-cost justified discrimination. Peterman states that the groups
obtained this unjustified advantage through “bargaining behavior,” including
“threats to shift large purchase volumes away from particular producers.”114

One especially telling instance occurred when International Salt granted the
volume discount to a wholesaler group in Louisiana that had been spreading its
purchases among several salt suppliers. The owner of the group had threatened
to consolidate the group’s entire purchases and place them with a supplier other
than International. Rather than lose the business of the group’s largest member,
International acceded.115
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This evidence indicates that large buyers do not have to wield monopsony power
to extract non-cost-justified concessions from oligopolistic sellers. Buyers that can
exert the bargaining power of a major supermarket chain, automobile manufacturer,
clothing retailer, or wholesaler group may be in a position to induce an unjustified
concession.

IMPACT ON CONSUMERS

If the monopsony power test is incorrect – if monopsony power is not necessary
to induce unjustified discrimination – then unjustified concessions are likely to be
more common than many people realize. But this may not be a serious problem. To
the contrary, as numerous commentators have pointed out, unjustified concessions,
when pried out of oligopolistic sellers, may improve consumer welfare.116 If large
buyers induce a seller pricing above marginal cost to cut prices, and this price cut
eventually leads to an industry-wide price reduction, consumers will benefit, even
if the original price cut was not cost justified.

In other cases, though, unjustified concessions may result in net consumer
harm. For example, the favored buyers may not pass on their concessions to
consumers, instead using them to shield their own inefficiency, allowing costs to
rise and innovativeness to decline. Alternatively, favored buyers may pass on their
concessions so aggressively and persistently that they destroy or debilitate their
disfavored rivals, gain a dominant position, and then raiseprices to consumers.

The impact of unjustified discrimination on consumers, therefore, depends
on the circumstances. As a result, if unjustified discrimination is more prevalent
than was previously thought, it is not clear that an increase in Robinson-Patman
enforcement is warranted. Even if consumer welfare were the predominant goal
of the Act, the optimal amount enforcement would depend upon how frequently
unjustified concessions harm consumers, and how reliably courts could distinguish
harmful situations from beneficial ones. A thorough discussion of these issues is
beyond the scope of this paper. Instead, the remainder of this section identifies the
principal ways in which unjustified discrimination can benefit or harm consumers
and briefly appraises their likelihood.117

Unjustified discrimination is most likely to benefit consumers when it is transi-
tory. By extracting an unjustified concession from an oligopolistic seller, a large
buyer may set off a chain reaction that ultimately destroys the entire noncompetitive
pricing structure. The process begins when a big buyer induces a discriminatory
and unjustified price cut from an oligopolistic seller and other large buyers find out
about it. If they demand and get the same treatment, and start shifting significant
business to the accommodating seller, other sellers are likely to respond with price
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cuts of their own. This outbreak of price competition may be impossible to confine
to the large buyers and the oligopolistic consensus may unravel completely. What
originated as a discriminatory concession, divorced from cost savings, ends up as
an industry-wide price reduction, benefiting both consumers and smaller buyers.

Consumers may also benefit when the unjustified concessions never spread and
buyers with bargaining power gain a persistent and unjustified advantage over
their smaller rivals. Customers of the favored buyers benefit if the large buyers
pass on their concessions. The buyers may do so to increase their market share
and lower their costs, or because competition forces them to do so, but in either
event, they provide lower prices to many consumers. When the Robinson-Patman
Act impedes this process – when it makes it more difficult for big buyers to
bargain vigorously with oligopolistic sellers and then pass on the results – a large
number of consumers may pay higher prices.

Persistent and unjustified discrimination, however, can also harm consumers.
One set of adverse effects arises because substantial, systematic, and non-cost-
justified discrimination distorts competition between favored and disfavored
buyers, giving the favored buyers an advantage that is not based on the cost
savings they generate. This artificial advantage impedes the normal forces of
competition and impairs economic efficiency.118 Kirkwood and Woods identify
two specific costs of this inefficiency (p. 49, 156):

Subordinating efficiency in the competitive calculus can harm market performance at the buyer
level through two routes. First, by providing an extra cushion to favored buyers, unwarranted
discrimination permits them to become less efficient . . ..

Unjustified discrimination can also produce inefficiency by distorting consumer choices,
diverting consumers from more efficient to less efficient firms . . . Suppose, for example, that
favored buyers stress low prices and disfavored buyers stress service and selection. Low-price
retailers would tend to expand at the expense of full-service dealers and market output might
look quite different from what it would have been had the prices buyers paid been competitive.

Persistent and unjustified discrimination, therefore, can allow favored buyers to
become lax, hurting consumers in the economy as a whole by inflating the costs
of distribution and inhibiting innovation. It can also diminish the choices available
to consumers in the relevant market by shrinking the number, size, or variety of
disfavored firms.

This restriction on choice occurs becausethe favored buyers pass on their
concessions, making it more difficult for the disfavored buyers to compete. In
this situation, therefore, the impact of unjustified discrimination on consumers
(and efficiency) is mixed. It allows the favored buyers to offer lower prices, but it
prevents the disfavored buyers from offering all the services, locations and quality
they used to provide. Whether consumers as a whole are better or worse off can
be a difficult question, as discussed below.
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Finally, systematic unjustified discrimination can result in higher prices to
consumers. With a substantial and persistent advantage over smaller rivals,
favored buyers can deprive them of business or profits, constrict their market
presence, and eventually relegate them to a position from which they cannot
discipline the large buyers. If the large buyers can then exploit their collective
market power, and raise their resale prices abovethe levels that prevailed before
they sought market dominance, consumers may be hurt overall. The harm they
experience – higher prices and reduced choice – may well outweigh the price cuts
or other gains they realized when the favored buyers were aggressively pursuing
market share. For the favored buyers, this strategy is appealing because it does
not require below-cost pricing. They can out-compete disfavored buyers simply
by passing on the substantial preferences they induced.

Which of these circumstances is more likely? And what is the net impact on
consumers when non-cost-justified discrimination has both beneficial and adverse
effects? Empirical evidence on these questions is sparse. In a review conducted
in 1990, Scherer and Ross found that the statistical evidence on the impact of
countervailing power was limited and conflicting. Based on this evidence, the
authors could only conclude that bargaining power sometimes benefits consumers,
even when the discrimination is unjustified (pp. 535–536):

By bringing their bargaining power to bear, strong buyers are in at least some cases able to
restrain the price-raising proclivities of oligopolistic sellers. If the buyers in turn face significant
competition as resellers, consumers benefit.

In their analysis of the Robinson-Patman Act, Carlton and Perloff do not
collect or discuss evidence on the impact of unjustified discrimination. They
do, however, conclude that the Act has “harmed consumers” and caused “higher
prices” (p. 642). Does this conclusion indicate that substantial, persistent, and
unjustified discrimination generally benefits consumers? No. Carlton and Perloff
seem to be principally concerned with the Act’s chilling effect on cost-justified
discriminations. In their condemnations of the Act, they point to the efficiency
of large buyers and their “economies of scale in purchasing” (p. 642), implying
that the Act principally harms consumers by deterring sellers from recognizing
these efficiencies.119

My own impression from my work at the FTC is broadly consistent with the ev-
idence just described. Based on my experience on numerous merger investigations
and approximately a dozen Robinson-Patman matters, I found that persistent, un-
justified discrimination probably benefited consumers in most instances. In some
cases, though, it appeared to threaten real harm.

Evaluating persistent and unjustified discrimination is especially difficult
when buyer power results in both lower prices and diminished variety. Suppose
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powerful buyers exact unjustified concessions from oligopolists and pass them
on to consumers, but in the process severely injure disfavored buyers, who exit
the market, close locations, or cut back on services. Consumers who preferred the
services, convenience, or other options the injured buyers offered are hurt, while
consumers who prefer lower prices are benefited. Are consumers as a whole better
or worse off?

At first glance, it seems that the change wrought by the unjustified discrim-
ination has improved aggregate consumer welfare. The favored buyers were
able to increase their market share at the expense of the disfavored firms only
because numerous consumers switched from the disfavored to the favored firms.
If those consumers did not prefer the offerings of the favored firms, they would
not have switched. The market appears to have ruled, therefore, that an expansion
of the favored firms and a contraction of the disfavored firms is what consumers
wanted.

This conclusion may not be warranted, however, because the consumers who
had patronized the disfavored firms may have faced a collective-action problem
– a market failure that casts doubt on the market solution. Suppose that each of
these consumers was attracted by the reduced prices at the favored firms, but also
wanted to preserve the option of shopping at the disfavored firms. Suppose further
that each of these consumers would have been willing to forgo the low prices
at the favored firms if that would have preserved the existence of the disfavored
firms. Each consumer also knew, however, that it would make no sense to give up
the low prices at the favored firms unless many other consumers made the same
sacrifice. A unilateral sacrifice would be pointless: the disfavored firms would not
be saved unless the vast majority of their former customers continued to patronize
them. Absent some assurance of joint action, therefore, it would make sense for
each individual consumer to pursue his or her unilateral preferences – shopping at
the favored firms whenever their low prices had more appeal than the disfavored
firms’ offerings. If everyone shifted most of their business to the favored firms,
however, the option of shopping at the disfavored firms would be lost.

This problem, a type of multi-person prisoners’ dilemma, can only be solved
by collective action. But getting a large number of consumers to act together is
a challenging, if not insuperable, task. No individual consumer has enough at
stake to warrant the organizing effort, and each has an incentive to free ride on
the organizing efforts of others. It would be unlikely, therefore, that most of the
consumers who had patronized the disfavored firms would continue to do so, even
if, had they been able to act collectively, they would have preferred it.

While it is not easy, therefore, to reach a simple conclusion about the net impact
of systematic, non-cost-justified discrimination, in one situation the outcome is
clear. When a dominant buyer induces an unjustified concession and instead of
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passing it along, allows its costs to rise, the impact on consumers will be adverse.
Resources will be wasted, innovation may suffer, and rivalry to increase output
may be blunted. It is unclear how common this situation is, but Adelman has
documented one telling example. In his classic study of The Great Atlantic and
Pacific Tea Company (1969), Adelman found that most of the concessions A&P
induced were cost justified. He also found that several were not, and concluded
that these unjustified concessions allowed A&P to avoid confronting its own
inefficiency (pp. 242–243):

[P]ressure on the pocket-book nerve, which should have shaken A&P out of its lethargy, was
dulled; the company was anesthetized by the concessions made to it . . . Hence, if our criterion
for public policy is the promotion of competition to increase output and lower prices, then our
public policy should largely condemn the discriminations in favor of A&P.

CONCLUSION

The research papers in this volume not only make distinctive contributions to the
development of antitrust law, they also reflect the consensus that underlies the
field today. As a result of a revolution that began more than a generation ago,
antitrust law has largely settled on a single goal (consumer welfare) and a single
methodology (economic analysis). While the precise meaning of consumer
welfare is still in dispute, this paper finds that the courts seem to be moving toward
a resolution. Recent federal decisions appear more likely to equate consumer wel-
fare with the well-being of consumers in the relevant market than with economic
efficiency. To the extent these two objectives conflict, protecting purchasers from
exploitation, rather than enlarging the total wealth of society, seems to be the
preferred goal.

At the same time, the other component of the revolution – the use of economic
analysis to determine whether consumer welfare is likely to be enhanced or
diminished – continues to grow in importance. Every paper in this volume
employs economic analysis to address an antitrust issue. This paper, for example,
uses it to show that a buyer need not possess monopsony power to induce a seller
to grant a price discrimination that is not cost justified. To the contrary, a buyer
facing oligopolistic sellers may be able to extract an unjustified concession simply
by wielding bargaining power. This paper also shows, however, that the impli-
cations of such discrimination for consumer welfare are mixed. In oligopolistic
industries, buyer-induced discrimination, even if not cost justified, may fre-
quently enhance consumer welfare, under either definition of the term. Only in
certain circumstances is such conduct likely to lead to consumer exploitation or
inefficiency.
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NOTES

1. The most significant exception is the Robinson-Patman Act. This Depression-era
statute prohibits sellers, in certain circumstances, from giving price cuts or promotional
help to some customers but not their competitors. Many commentators feel that this ban on
“secondary line” discrimination may hurt consumers by protecting smaller wholesalers and
retailers from larger, more efficient, or more aggressive rivals. See, e.g. Carlton and Perloff
(2000).

2. The current Chairman of the Federal Trade Commission, Timothy J. Muris, pointed
to both elements of this consensus in explaining why the recent switch from a Democrat-
dominated FTC, chaired by Robert Pitofsky, to a Republican-dominated Commission
chaired by Muris would not result in any sharp shift in Commission antitrust enforcement
(Muris, 2001):

Antitrust has become an area of bipartisan cooperation. Although there are disagreements
about specific cases, there is widespread agreement that the purpose of antitrust is to protect
consumers, that economic analysis should guide case selection, and that horizontal cases, both
mergers and agreements among competitors, are the mainstays of antitrust . . .. [A] key reason
for Bob’s success as Chairman was that his agenda and enforcement policies reflected the
bipartisan consensus.

3. See Meese (1999, pp. 770–771). (Areeda, Bork, Easterbrook, Hovenkamp, Lande,
and other authorities hold that “one should judge restraints solely according to their
effect on consumers” but “disagree about how to define ‘consumer welfare.’ ”) See
also Gifford (2003, p. 1702); Farber and McDonnell (2003, pp. 1834–1835); Hammer
(1999, p. 762).

4. This paper will refer to those consumers as the “consumers in the relevant market” or
simply as “consumers.” I will not distinguish between direct and indirect purchasers, but do
think it important to distinguish consumers in the relevant market from consumers elsewhere
in the economy. As will become clear, a practice that increases economic efficiency may
benefit consumers in the economy as a whole, even if it does not benefit, or actually hurts,
consumers in the relevant market.

5. While price is often the focus of the antitrust inquiry, it is not the only characteristic
of a product or service that matters to consumers. Other characteristics, such as quality,
variety and innovation, are also important and would be considered under either definition
of consumer welfare. As noted below, some scholars have proposed replacing the term
consumer welfare with “consumer choice,” which would, among other things, make it
clearer that those other dimensions count.

6. Continental TV, Inc. v. GTE Sylvania, Inc., 433 U.S. 36, 58–59 (1977).
7. Reiter v. Sonotone Corp., 442 U.S. 330, 343 (1979).
8. Posner published Antitrust Lawin 1976, Bork published The Antitrust Paradoxin

1978, and the first three volumes of the Areeda treatise (co-authored by Donald Turner)
appeared in 1978.

9. In Chapter 5 of his book, entitled “The Consumer Welfare Model,” Bork makes clear
that he measures consumer welfare the way economists have traditionally measured eco-
nomic efficiency. To illustrate “the factors that are included in antitrust’s consumer welfare
calculus” (p. 107), Bork uses a standard diagram from microeconomics. This diagram, taken
from Williamson (1968), depicts the efficiency consequences of a merger by showing its
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impact on the sum of two quantities: “consumers’ surplus” (the difference between what
consumers are willing to pay for a good – its value to them – and the price they pay for
it) and “producers’ surplus” (the difference between what producers charge for the good
– its price – and the costs they incur in producing it). Bork views this diagram and these
quantities as capturing the essence of antitrust analysis:

This diagram can be used to illustrate all antitrust problems, since it shows the relationship of
the only two factors involved, allocative inefficiency and productive efficiency (1978, p. 108).

In short, Bork determines the impact of a business practice on consumer welfare by ex-
amining its impact on the sum of consumers’ surplus and producers’ surplus. This is the
traditional way of measuring economic efficiency. See Zerbe and Knott (2004).

10. See, e.g. Zerbe and Knott (2004), Carlton and Perloff (2000), Bork (1978),
Williamson (1968).

11. Is Bork therefore being sly when he calls the traditional measure of economic ef-
ficiency “consumer welfare?” Yes, but there are links between economic efficiency and
the welfare of consumers in the economy as a whole. To see these links, as well as the
deceptiveness of Bork’s terminology, consider a firm that figures out a way of making its
product more cheaply. That step will reduce the firm’s costs, but if the firm does not lower
its prices (or otherwise pass on the cost savings), consumers of its product will not benefit.
Bork would still say that consumer welfare has increased (because the lower costs would
increase the firm’s profits and thus raise producers’ surplus without diminishing consumers’
surplus), but consumers in the relevant market are not in fact better off. In one major respect,
therefore, Bork’s terminology is deceptive.

Even in this setting, however, there are two links between increased efficiency and the
welfare of consumers. First, the firm’s adoption of a new cost-saving technique means that
it will need fewer resources to produce its product. The resources it no longer needs will be
freed up for use in the production of other products, and this increase in supply will tend to
lower the costs – and the prices – of other products. An increase in productive efficiency in
one market is therefore likely to benefit consumers in other markets. (It might even benefit
consumers in the firm’s market if the freed up resources flow to the firm’s competitors.)
Second, in the economy as a whole, everyone, including producers, is also a consumer. In
this sense, an improvement in traditional efficiency – in total social wealth – always benefits
consumers in the economy as a whole.

These links between efficiency and consumers do not, however, excuse Bork’s termi-
nology. In many instances, a practice that increases both efficiency and market power will
principally benefit producers (i.e. the owners of the firms that adopt the practice). They will
gain more than any other consumers, while consumers in the relevant market will be hurt.
In addition, Bork could easily have made his definition clearer: he could have referred to
traditional efficiency as “total” welfare, not consumer welfare.

12. See King (1999). For a fuller discussion of the origin and reception of his article, see
Lande (1999).

13. In his original article, Lande summarized his conclusions as follows:

Congress was concerned principally with preventing “unfair” transfers of wealth from con-
sumers to firms with market power . . .. Congress intended to subordinate all other concerns
to the basic purpose of preventing firms with market power from directly harming consumers
(1982, pp. 68–69).
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In this view, the consumers Congress was trying to protect were the consumers in the relevant
market. Congress’s preeminent objective, in short, was to stop firms from exploiting their
own customers. Congress recognized that a practice that allowed producers to engage in such
exploitation may also increase productive efficiency, and we now know that the resulting
resource savings will tend to benefit consumers in other markets, but Congress regarded such
efficiency gains as secondary. Its principal goal was to bar firms from unfairly transferring
their customers’ wealth to themselves.

14. Of course, neither Lande nor Bork believes that consumers care only about price
levels; other product characteristics, such as quality and variety, also matter. Indeed, in
recent writings Lande has argued that antitrust law has placed too much emphasis on
low prices and not enough on other ways in which competition benefits consumers. To
help broaden its vision – and to mesh antitrust law more closely with consumer pro-
tection law – Lande urges that antitrust adopt a “consumer choice” model. This model
(2001, p. 505):

not only preserves the traditional benefits of price choices and price competition, but also goes
further to recognize and protect the important elements of innovation, variety, quality, safety
and other aspects of non-price competition as well.

In some industries, Lande believes that non-price competition is more important than price
competition. In these markets, the chief concern with anticompetitive behavior is not that it
will cause prices to go up, but that it will deprive consumers of product options they would
have preferred. In “the computer area,” for example, he maintains (2001, p. 511, Note 40):
“Innovation and the enhanced choices that innovation makes possible are normally more
important than price effects.”

15. Report from my research assistant, Jocelyn Cassaniti, July 21, 2003.
16. For a minor qualification, see Lande (1999, p. 965, Note 49).
17. Section 4 of the revised Guidelines declares:

The Agency will not challenge a merger if cognizable efficiencies are of a character and mag-
nitude such that the merger is not likely to be anticompetitive in any relevant market. To make
the requisite determination, the Agency considers whether cognizable efficiencies likely would
be sufficient to reverse the merger’s potential to harm consumers in the relevant market, e.g. by
preventing price increases in that market.

18. The Guidelines do, however, contain some language that could be read to express
Bork’s view. At one point, Section 4 observes: “efficiencies may result in benefits even
when price is not immediately and directly affected.” This could mean – consistent with
Lande – that efficiencies may benefit consumers over time by improving the merging
firms’ ability to compete. But it could also mean – consistent with Bork – that efficiencies
may justify a merger when they save resources (and increase producers’ surplus), even if
they never benefit consumers in the relevant market. Despite this ambiguity, the Guidelines
lean strongly in Lande’s favor: they refer repeatedly to consumer impact, they expressly
adopt a test that turns only on consumer impact, and they never expressly adopt the
traditional economic efficiency test. If the Guidelines give voice to Bork’s view, they
do it softly.

Carlton and Perloff agree that the Guidelines generally make consumer impact, not eco-
nomic efficiency, the test of a likely merger challenge (2000, p. 606):
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[T]hese guidelines suggest in general that a merger would be challenged if it has an anticom-
petitive effect (a price increase) even if there is an offsetting efficiency gain.

In their paper in this volume, Zerbe and Knott concur.
19. To my knowledge, only three of the 25 named antitrust scholars have Ph.D.’s in

economics.
20. FTC v. Morton Salt Co., 334 U.S. 37, 43 (1948).
21. In a “secondary-line” violation, the asserted impact on competition occurs at the

buyer level. In the typical setting, a seller discriminates among its customers, giving a price
break to certain “favored” customers, even though they compete with other, “disfavored”
buyers. In a “primary line” violation, the asserted impact on competition occurs at the
seller level. In the most common setting, a seller engages in geographic price discrimina-
tion, charging below-cost prices where it faces competition and supracompetitive prices
elsewhere.

22. See Kirkwood and Woods (1995).
23. For the requirements of the meeting competitive defense, see 15 U.S. C. § 13(b) and

Kirkwood and Woods (1995).
24. For the Act’s ban on price discrimination, its competitive injury requirement, and its

cost justification defense, see 15 U.S. C. § 13(a). In practice, the cost justification defense
has been very difficult to satisfy, reducing the role of efficiencies in Robinson-Patman cases.
See Kirkwood and Woods (1995).

Under the Act, price discrimination is “merely a difference in price.” FTC v. Anheuser-
Busch, Inc., 363 U.S. 536, 549 (1960). Economicprice discrimination, in contrast, is a price
difference that is not cost justified. See McConnell and Brue (1999, p. 507):

price discrimination [is] the practice of selling a specific product at more than one price when
the price differences are not justified by cost differences.

To make it easier to discuss the cases, I will use the legal definition when I refer to price
discrimination.

25. Morton Salt, 334 U.S. at 44.
26. Monopsony power, as Part III explains, is the mirror image of monopoly power, the

equivalent on the buying side to monopoly power on the selling side.
27. At one point, it observes that a buyer “with a very significant share in its purchas-

ing market” may be able to obtain a large price concession (Hovenkamp, 1999a, p. 132).
The volume does not, however, define a “very significant” share, compare it to monopsony
power, or otherwise explain the phrase. Nor does it address whether a very significant share
is necessary to obtain a price concession that is not cost justified. Similarly, in an earlier
volume devoted to merger analysis, the treatise remarks that systematic price discrimination
is a common consequence of a large buyer’s bargaining pressure. See Areeda, Hovenkamp
and Solow (1998, p. 204). Again, however, the treatise does not explore whether bargain-
ing power – or any other kind of power – is needed to induce systematic and unjustified
discrimination.

28. See Antitrust Section (1980 and 1983).
29. See Sullivan and Grimes (2000), Hovenkamp (1999b). Unlike Hovenkamp, Sullivan

and Grimes do not even cover the Robinson-Patman Act – perhaps because the Act’s com-
plex requirements and protectionist goals put it too far outside the mainstream of current
antitrust law.

30. International Salt Co., 49 F. T. C. 138 (1952).
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31. Notably, Peterman attributes the few exceptions he discovers – the limited instances
in which buyers received discounts in excess of cost savings – to bargaining power, not
monopsony power.

32. The stock of Standard Oil of New Jersey is a convenient device for measuring the
impact of the case because that company was both the defendant in the case and the largest
Standard Oil company after the breakup. The decree created 34 new companies out of the
assets of Jersey Standard but allowed it to retain more than 40% of its former value.

33. The authors note that the successor companies eventually began to compete with
each other. For a study concluding that the long-run consequences of the Standard Oil
decree were generally positive, see Comanor and Scherer (1995).

34. On knocker machines, NCR did employ predatory pricing. The considerations that
induced it to avoid below-cost pricing on its own registers – fear that customers might be
reluctant to buy at regular prices, unwillingness to reduce its high margins – were irrelevant
to its sale of knockers.

35. Despite its predation, NCR occasionally had to pay a substantial amount of money
to buy a competitor. Brevoort and Marvel analyze these instances and explain why the firms
in question, unlike most rivals, were able to resist NCR’s predation. One of the acquired
firms, for example, was run by a former general manager of NCR who knew its tactics, their
costs, and the company’s willingness, if pressed, to pay a nontrivial price for a rival.

36. See Peterman (1975) and Peterman (1979).
37. In a conversation with me, Alan Fisher, an economist at the FTC and a distinguished

author in his own right, called Peterman’s paper the work of a lifetime. Given its enormous
length, the huge volume of evidence it summarizes, the historical context it provides, and
the precision and clarity of its analysis, Peterman must have worked on it over much of his
career.

38. FTC v. Morton Salt Co., 334 U.S. 37 (1948); International Salt Co., 49 F. T. C. 138
(1952).

39. The only exceptions involved a few large wholesalers, not the major chain retailers
like A&P, Safeway, and Kroger.

40. Thus, neither constituted economic price discrimination in favor of these buyers.
41. In Morton Salt the Supreme Court pointed out that the FTC had introduced the

testimony of many small buyers “to show that they had suffered actual financial losses”
(334 U.S. at 50) as a result of Morton’s discounts. This testimony, in the Court’s view,
was unnecessary and counterproductive. Competitive injury could simply be inferred from
the fact that Morton’s discounts caused some buyers to pay substantially more than their
competitors:

It would greatly handicap effective enforcement of the Act to require testimony to show that
which we believe to be self-evident, namely, that there is a reasonable possibility that compe-
tition may be adversely affected by a practice under which manufacturers and producers sell
their goods to some customers substantially cheaper than they sell like goods to the competitors
of these customers (334 U.S. at 50).

How much cheaper is “substantially” cheaper? The Court indicated that a substantial price
difference was one sufficient in size to influence the competing buyers’ resale prices. See
334 U.S. at 47.

42. See, e.g. Antitrust Section (1980, pp. 97–106).



Consumers, Economics, and Antitrust 51

43. The sole exceptions were buyers who needed their salt so quickly that they could not
wait for the organization of a pool car. According to Peterman’s calculations, the resulting
less-than-carload shipments constituted a tiny fraction of all salt deliveries.

44. It is significant that the discount was not limited to buyers whose purchases from the
seller extending the discountwere at least $50,000 a year. To the contrary, the manufacturers
frequently gave the discount to customers whose purchasers from anotherseller were large
enough to qualify for the discount.

Morton and International argued that this practice was allowed under the Act’s meeting-
competition defense. Their logic was straightforward: If buyer A had already purchased
$50,000 of table salt from producer X and could therefore receive the volume discount
on any additional purchases from X, Morton and International had to meet producer X’s
discount if they wanted to get anybusiness from A. The FTC rejected this argument, for
reasons that Peterman recounts.

45. In Peterman’s view, the producers’ practice was actually cost justified; their stated
rationale was simply incorrect. The rationale arose because Morton, International, and the
other salt manufacturers apparently thought it would be easier to convince the FTC to accept
a discount based on annual purchase volume rather than one restricted to a single type of
purchaser (large retail chains). Yet the pertinent cost savings were actually linked to the
typeof purchaser, not the amountany purchaser bought in a given year.

46. Part III explores how the favored wholesalers – who were not monopsonists – were
nevertheless able to obtain non-cost-justified discounts.

47. Structural relief seeks to create a new competitor out of the defendant’s assets, by, for
example, breaking up the defendant into two firms, selling some of its assets to another firm,
or licensing the defendant’s patents to a new entrant. Behavioral relief, in contrast, seeks
to restore competition by enjoining the anticompetitive conduct that violated the Sherman
Act.

48. U.S. v. United Shoe Machinery Corp., 110 F. Supp. 295 (D. Mass. 1953), aff ’d per
curiam, 347 U.S. 521 (1954).

49. In their paper in this volume, Comanor and Rey show that vertical restraints may
be another solution. They also provide a concrete example of the Coasian pricing problem
(summarized below), which makes it easier to understand.

50. It is much simpler in this brief summary to describe these parameters as dollar
amounts. In fact, they are weighting factors from which dollar amounts can be calculated.

51. In many instances, the best way of preventing a wealth transfer, short of stopping
the practice at issue, is to compensate those hurt by the practice. In the case of a merger
that raises prices, however, compensating the consumers who pay higher prices is not the
most efficient way to prevent the consumer harm. It is simpler and more direct to regulate
the merged firm’s prices.

52. For the original paper, see Bork (1954).
53. A second license would increase the patent holder’s profits because it would enable

the patent holder to serve customers who would not pay the price charged by the first
licensee. Suppose the first licensee charged $12 (to cover the patent holder’s fee of $10
and the licensee’s other costs of $2). Consumers who would only pay $8 for the patented
product would not buy from this licensee. To reach these consumers, the patent holder could
license the patent to another licensee at a lower fee (say $6). Successive licenses are thus
an attempt by the patent holder to engage in price discrimination. As the subsequent text
makes clear, however, price discrimination cannot persist in this market.
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54. The first licensee could not profitably sell the patented product at $12 if a second
licensee is offering it for $8.

55. To illustrate the difference, the authors suggest that consumer preferences for the
shelf life of milk are horizontal: everyone prefers milk with a longer shelf life. In contrast,
preferences for butterfat are vertical: some consumers prefer 2% milk to skim milk, whereas
others prefer skim milk to 2% milk.

56. See, e.g. Louisiana Wholesale Drug Co. v. Hoechst Marion Roussel, Inc., 332 F.3d
896 (6th Cir. 2003).

57. For citations, see Leffler and Leffler (2004, Note 3).
58. This, of course, is Bork’s definition of consumer welfare. It is “static” because it

assumes that the capital stock (the existing investment in plants, equipment, research and
development, and other types of capital) is fixed. Static efficiency does not address whether
additional investment in new product development would be desirable.

59. They examine numerous possible distributions of expectations about patent invalid-
ity, and then solve the model for each distribution. They determine that situations in which
a lump-sum settlement maximizes static efficiency are highly unusual.

60. Leffler and Leffler find that the static-efficiency losses from undesirable lump-sum
settlements would vastly outweigh the gains from the relatively few desirable lump-sum
settlements. If the law’s only choice, therefore, were between a rule of per seillegality and
a rule of per selegality, the per seban would plainly be superior.

61. The greater the probability of invalidity, the more likely an entrant will challenge
the patent, and the more likely that prices will fall and static efficiency rise. The lower the
probability of invalidity, the less likely a challenge, and the more likely the patentee will
recoup its investment in product development, enhancing dynamic efficiency.

62. These conclusions apply to the principal antitrust laws, not the Robinson-Patman Act.
As noted earlier, the Robinson-Patman Act was passed largely to protect small business from
competition. While courts in recent years have adopted a number of procompetitive inter-
pretations of the Act, most secondary-line R-P decisions have not disregarded its original
purpose.

My research has focused on cases that address the purposes of the antitrust laws, either
explicitly (by identifying a specific goal) or implicitly (by identifying a general requirement
of antitrust enforcement). I have not attempted the larger task of inferring the goals of
antitrust law from the outcomes of antitrust decisions. The sole exception concerns the
efficiency defense in merger cases, where the courts’ rulings on the scope of the defense
have implicitly adopted Lande’s interpretation of consumer welfare.

63. Reiter v. Sonotone Corp., 442 U.S. 330 (1979).
64. 442 U.S. at 343. It is not clear, however, that Reiteractually adopted Bork’s definition

of consumer welfare or that the Court would do so today. In a more recent decision, the
Court measured consumer welfare largely by the well-being of consumers in the relevant
market.

65. As Professor Lande has pointed out to me, the conflict also arises in tying or mo-
nopolization cases involving price discrimination or in cases involving complex horizontal
restraints. In these areas, though, the federal courts have not addressed the meaning of
consumer welfare as frequently as they have in merger cases.

66. Bork, of course, did not originate the concept of economic efficiency. Prior to his
work, however, economists did not typically refer to efficiency as “consumer welfare,” but
as the courts began to use the term, many antitrust economists have adopted it as well.
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67. Brown Shoe Co. v. U.S., 370 U.S. 294, 320 (1962).
68. Report from my research assistant, Samia Staehle, July 11, 2003.
69. See, e.g. Spectrum Sports, Inc. v. McQuillan, 506 U.S. 447, 458 (1993):

The purpose of the [Sherman] Act is not to protect businesses from the working of the market; it
is to protect the public from the failure of the market. The law directs itself not against conduct
which is competitive, even severely so, but against conduct which unfairly tends to destroy
competition itself.

Again, the Robinson-Patman Act is an exception and is not analyzed in Part II.
70. Louisiana Wholesale Drug Co. Hoechst Marion Roussel, Inc., 332 F.3d 896, 904

(6th Cir. 2003). The Sixth Circuit added that protecting consumers from higher prices “was
undoubtedly a raison d’etre of the Sherman Act when it was enacted in 1890.” Ibid. at 910.

71. U.S. v. Microsoft Corp., 253 F.3d 34, 58 (D.C. Cir. 2001) (emphasis in original).
72. Rebel Oil Company, Inc. v. Atlantic Richfield Co., 51 F.3d 1421, 1433 (9th Cir.

1995).
73. SCFC ILC, Inc. v. Visa USA, Inc., 36 F.3d 958, 965 (10th Cir. 1994).
74. See Augusta News Co. v. Hudson News Co., 269 F.3d 41, 47 (1st Cir. 2001) (under the

rule of reason, “adverse effects on consumer welfare are an important part of the equation”);
Coastal Fuels, Inc. v. Caribbean Petroleum Corp., 175 F.3d 18, 23 (1st Cir. 1999) (“the
Robinson-Patman Act, unlike the Sherman Act, was meant less to protect consumer welfare
than to protect small merchants”); Digital Equipment Corp. v. Uniq Digital Technologies,
73 F.3d 756, 761 (7th Cir. 1996) (Easterbrook, J.) (“Calling the selection of components
for one’s product a ‘tie-in’ does not help to uncover practices that restrict output, drive
up prices, and transfer wealth from consumers to producers”); Daniel v. American Bd. of
Emergency Medicine, 2003 U.S. Dist. LEXIS 11466, 56 (W. D. N. Y. 2003) (“no where
[sic] do Plaintiffs claim that a reopening of the practice track will result in lower prices to
consumers of such services either in the short term or thereafter. Accordingly, there is no
allegation, which, if its truth were assumed, supports Plaintiffs’ contention that Plaintiffs’
cause of action has an objective consistent with the purposes of the antitrust laws”); U.S. v.
Visa USA, Inc., 163 F. Supp. 2d 322, 406 (S. D. N. Y. 2001), aff ’d, F.3d (2d Cir. 2003) (“Since
defendants’ exclusionary rules undeniably reduce output and harm consumer welfare,”
and since defendants have not shown procompetitive justifications, the rules violate the
Sherman Act); In re Mercedes-Benz Antitrust Litigation, 157 F. Supp. 2d 355, 364 (D. N.
J. 2001) (“Where, as here, it is alleged that consumers paid a price higher than the price
that would have been offered had the dealers been competing, the purpose of the antitrust
laws is obviously thwarted”); Danielson Food Products v. Poly-Clip Sys., 120 F. Supp. 2d
1142, 1143 (N. D. Ill. 2000) (“the overarching standard, as the courts interpret it today,
is whether the defendants’ actions diminish competition and injure consumer welfare”);
Chase v. Northwest Airlines Corp., 49 F. Supp. 2d 553, 569 (E. D. Mi. 1999) (restraint
on intrabrand competition may violate Section 2 of the Sherman Act because “intrabrand
competition may provide the only significant source of consumer welfare in the relevant
market”).

Telecor Communications, Inc. v. Southwestern Bell Telephone Co., 305 F.3d 1124 (10th
Cir. 2002), cert. den’d, 2003 U.S. LEXIS 3703 (2003), could be an exception, but is probably
not. The majority cited a 1948 Supreme Court case and more recent Tenth Circuit precedent
indicating that in monopsony cases, the antitrust laws protect upstream sellers even when
ultimate consumers are not harmed. As a result, the court upheld a lower court market
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definition based on the perspective of upstream sellers, not downstream consumers. The
majority did not seem to feel, however, that its decision was inconsistent with a consumer-
oriented view of antitrust law: it cited commentary noting that monopsonistic practices
reduce output and thus ultimately harm consumers. The court also acknowledged that the
antitrust laws were “especially intended to serve consumers.” Ibid. at 1133.

75. Reiter v. Sonotone Corp., 442 U.S. 330, 343 (1979).
76. Ibid.
77. General Leaseways, Inc. v. National Truck Leasing Assoc., 744 F.2d 588, 596 (7th

Cir. 1984). Posner’s definition not only links competition to consumer welfare, it equates
consumer welfare with optimal resource allocation. It does not, however, mention cost
minimization. Posner’s view of consumer welfare, therefore, explicitly includes only one
of the two components that make up traditional economic efficiency – allocative efficiency.

It is not clear whether Posner meant to exclude the other component, productive effi-
ciency, a critical element in Bork’s definition of consumer welfare. In his earlier treatise on
antitrust law, Posner argued that productive efficiency should have a limited role in antitrust
litigation. He wrote (1976, p. 112): “I would not allow a generalized defense of efficiency.”
He explained that (1) “the measurement of efficiency” is “an intractable subject for litiga-
tion” (ibid.); (2) firms may dissipate the cost savings from a practice in efforts to persuade
courts to permit the practice; and (3) the adverse consequences of ignoring most efficiency
justifications may be mitigated by relaxed liability standards. In a more recent article, how-
ever, Posner declared (1992, p. 433): “[J]udges should interpret the antitrust statutes to make
them conform to the dictates of wealth maximization,” his term for economic efficiency.

One possible reconciliation is that Posner believes that antitrust law should pursue both
allocative efficiency and productive efficiency, but should do it in ways that do not generally
require courts to adjudicate case-specific claims of increased productive efficiency. Professor
Hammer reaches a similar conclusion. He finds that Posner’s judicial opinions focus more
heavily on consumer impact (as measured by price levels or allocative efficiency) than
overall efficiency. See Hammer (1999, p. 762, Note 94). If these interpretations are correct,
Posner would incorporate productive efficiency into antitrust law by adjusting its liability
standards, tolerating a greater risk of consumer harm in order to achieve larger resource
savings.

78. Hospital Corp. of America v. FTC, 807 F.2d 1381, 1386 (7th Cir. 1986).
79. Rothery Storage and Van Co. v. Atlas Van Lines, Inc., 792 F.2d 210, 218 (D.C. Cir.

1986).
80. Premier Electrical Construction Co. v. National Electrical Contractors Assoc., 814

F.2d 358, 368 (7th Cir. 1987). Easterbrook did not, however, cite Lande for this proposition.
81. See FTC v. University Health, Inc., 938 F.2d 1206, 1223 (11th Cir. 1991):

We recognize, however, that it is difficult to measure the efficiencies a proposed transaction
would yield and the extent to which these efficiencies would be passed on to consumers. . . .
Because of these difficulties, we hold that a defendant who seeks to overcome a presumption
that a proposed acquisition would substantially lessen competition must demonstrate that the
intended acquisition would result in significant economies and that these economies ultimately
would benefit competition and, hence, consumers.

Like many recent decisions, University Healthindicates that a practice cannot benefit
competition unless it benefits consumers. The court also made clear that the consumers
to be protected were the consumers in the relevant market. The court emphasized that the
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defendant must show that the merger “would create significant efficiencies in the relevant
market.” Ibid. at 1222 (emphasis added).

82. Hammer (1999, p. 761, Note 92) identifies nine other federal cases that indicate that
anticipated efficiencies cannot justify a merger unless they would be passed on to consumers.

83. U.S. v. United Tote, Inc., 768 F. Supp. 1064, 1084–85 (D. Del. 1991).
84. The exception is Posner’s opinion in General Leaseways, in which he equates con-

sumer welfare with allocative efficiency. Even this definition is somewhat unclear, however,
because Posner appears to believe that antitrust law should also pursue productive efficiency.

85. Lande (1999) found no federal citation after 1988, and my research has also found
no case since then.

86. FTC v. University Health, Inc., 938 F.2d 1206 (11th Cir. 1991).
87. U.S. v. United Tote, Inc., 768 F. Supp. 1064 (D. Del. 1991).
88. The Tenth Circuit took a similar position in a joint venture case, SCFC ILC, Inc. v.

Visa USA, Inc., 36 F.3d 958 (10th Cir. 1994). Evaluating the venture under Section 1 of
the Sherman Act, the court stated that “the focus of the procompetitive justification for the
business practice remains the ultimate consumer.” 36 F.3d at 965.

89. Brooke Group Ltd. v. Brown and Williamson Tobacco Corp., 509 U.S. 209, 224
(1993).

90. In an ideal market, a firm would have to drop its price below marginal cost to
induce such inefficient substitution. In the absence of market failures, allocative efficiency
is maximized when firms charge prices equal to marginal cost (McConnell & Brue, 1999,
pp. 487–488). To induce inefficient substitution towardits product, a firm must cut its price
below marginal cost. See ibid. at 487. In contrast, reducing price to a level below some other
measure of cost (e.g. average total cost), but abovemarginal cost, would tend to increase
efficiency, by bringing price closer to marginal cost.

91. It is possible to reconcile the Court’s language with an exclusive focus on efficiency.
The Court may have thought that below-cost pricing is “in general a boon to consumers”
because firms engaged in below-cost pricing would not generally price below marginal
cost – the only form of below-cost pricing that is presumptively inefficient. If the Court
cared only about economic efficiency, however, why didn’t it condemn forms of below-cost
pricing that are inefficient? To be sure, such instances may be difficult to identify (marginal
cost, for example, is often hard to measure), but the Court did not mention this problem.
Instead, the Court refused to condemn (in the absence of recoupment) any type of below-
cost pricing, suggesting that the Court thought that low prices were more important than
efficiency in determining consumer welfare. Accord, Rebel Oil Company, Inc., 51 F.3d at
1433 and 1444 (Brooke Groupdoes not condemn below-cost pricing in itself, even though it
causes allocative inefficiency; the Court’s analysis indicates that a practice is anticompetitive
under the Sherman Act only if it hurts consumers in the market).

92. See Digital Equipment Corp. v Uniq Digital Technologies, 73 F.3d 756, 761 (7th
Cir. 1996); Premier Electrical Construction Co. v. National Electrical Contractors Assoc.,
814 F.2d 358, 368 (7th Cir. 1987); Daniel v. American Bd. of Emergency Medicine, 2003
U.S. Dist. LEXIS 11466, 56 (W. D. N. Y. 2003); In re Mercedes-Benz Litigation, 157 F.
Supp. 2d 355, 364 (D. N. J. 2001).

93. Rothery Storage and Van Co. v. Atlas Van Lines, Inc., 792 F.2d 210 (D.C. Cir. 1986).
94. Hospital Corp. of America v. FTC, 870 F.2d 1381 (7th Cir. 1986); General Leaseways,

Inc. v. National Truck Leasing Assoc., 744 F.2d 588 (7th Cir. 1984). Posner’s failure to
mention productive efficiency may suggest that he agrees with Lande rather than Bork.
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As discussed earlier, however, Posner has repeatedly indicated that productive efficiency
should play some role in antitrust law.

95. See Rebel Oil Company, Inc. v. Atlantic Richfield Co., 51 F.3d 1421, 1433 (9th Cir.
1995) (“an act is deemed anticompetitiveunder the Sherman Act only when it harms both
allocative efficiency andraises the prices of goods above competitive levels or diminishes
their quality”) (emphasis in original); U.S. v. Visa USA, Inc., 163 F. Supp. 2d 322, 406 (S.
D. N. Y. 2001), aff ’d, F.3d (2d Cir. 2003) (“defendants’ exclusionary rules have created an
output restriction”).

96. See Rothery Storage and Van Co. v. Atlas Van Lines, Inc., 792 F.2d 210, 230–31 &
n. 3 (D.C. Cir. 1986) (Wald, C. J., concurring) (Reiterdoes not provide a definitive answer;
“the phrase ‘consumer welfare’ surely includes far more than simple economic efficiency”).

97. Along with Neil Averitt at the FTC, Lande is currently working on a new model for
antitrust: the “consumer choice” paradigm. This paradigm is attractive because many cases
recognize the importance of providing consumers with choices, and choice is a much broader
concept than price. If “consumer choice” became the consensus definition of consumer
welfare, therefore, it would remind courts and litigants of the importance of looking beyond
price to such nonprice dimensions of consumer welfare as quality and variety. Eventually,
“consumer choice” could simply replace “consumer welfare” as the ultimate goal of antitrust
law.

98. See, e.g. Carlton and Perloff (2000, p. 605); Scherer and Ross (1990, p. 186). In
addition, Carlton and Perloff declare: “Most economists believe that the antitrust laws
shouldhave the very simple goal of promoting efficiency” (p. 604, emphasis in original).

99. Crandall and Elzinga and Blair and Herndon call it “consumer welfare,” Leffler and
Leffler refer to it as “total welfare” or “social welfare,” and Zerbe and Knott simply call it
traditional economic efficiency.

100. Their conclusion states:

The bottom line is that we cannot discern positive results for conduct remedies in the subse-
quent behavior of prices in any of these case studies. If antimonopoly policy were consistently
successful, surely the effects would sometimes be visible in the prices consumers pay for the
relevant products.

In stressing the orders’ impact on consumer prices, Crandall and Elzinga are not departing
from the traditional measure of economic efficiency. In the cases they examined, impact
on consumers in the relevant market seems to have been an excellent proxy for economic
efficiency. What is noteworthy is the parallel between their proxy and Lande’s approach.

101. Leffler and Leffler find that an exclusive focus on consumers strengthens their earlier
results. See Leffler and Leffler (2004, Note 26).

102. When Zerbe and Knott apply this measure to a recent Canadian merger, they con-
clude that it may alter the welfare impact of the merger. Notably, this new standard is
more comprehensive than either Lande’s or Bork’s measure of the ultimate goal of antitrust
law. Unlike Lande’s measure, the new standard takes into account increases in productive
efficiency that are not passed on to consumers in the relevant market. Such increases are
valuable because they improve the overall productivity of the economy. In addition, the new
measure, unlike Bork’s, takes into account transfers of wealth from consumers to produc-
ers. While traditional efficiency treats such transfers as morally neutral redistributions, the
extraction of wealth from consumers through the unwarranted exercise of market power is
a form of exploitation. As a normative matter, therefore, the new Zerbe measure may be
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particularly appealing. The new standard’s very comprehensiveness, however, may make it
more difficult to implement.

103. Both Carlton and Perloff and Scherer and Ross condemn the Act in its present form:

Many economists view the Robinson-Patman Act as special-interest legislation designed to
protect small firms from competition from larger, more efficient firms that would be able to
purchase supplies at low cost in the absence of the Act. . . . This law has harmed consumers
(Carlton & Perloff, 2000, p. 642).

The Robinson-Patman Act is a complex and imperfect instrument. If it has not reduced the
vigor of competition in American industry, credit must go more to the resilience of the forces
of competition than to the act itself or its enforcement. . . . [L]egislative reform merits support
(Scherer & Ross, 1990, pp. 515–516).

For additional critiques, see Hovenkamp (1999a), Kirkwood and Wood (1995), Antitrust
Section (1980 and 1983).

104. Carlton and Perloff (2000, p. 105).
105. Carlton and Perloff stress the parallels between monopoly and monopsony (2003,

pp. 105–106):

A monopsony’s decision on how much to buy affects the price it must pay (just as a monopoly’s
choice of output affects the price it receives). . . . Both a monopoly and a monopsony recognize
that their actions affect the market price.

A monopsony determines how much to buy in much the same way that a monopoly determines
how much to produce. . . . In other words, a monopsony restricts output just as a monopoly does.

In many markets, firms choose prices rather than outputs. That is, they set the price at
which they will trade, and the market determines the quantity traded. In such markets, a mo-
nopolist would set a higher price, and a monopsonist a lower price, than competition would
yield. In both cases, the resulting output would be lower than the output in a competitive
market.

By reducing the quantity it purchases, a monopsonist is likely to injure consumers as
well as suppliers. When a monopsonist reduces input purchases, it tends to diminish the
amount of final product it can produce, and this reduction in its own output tends to raise
prices to consumers. The exercise of monopsony power, in short, is likely to reduce output
in both the input market and the product market. It is likely, therefore, to hurt consumers,
and benefit the monopsonist in two ways, as Warren-Boulton (2000) explains:

When firms with monopsony power drive down supplier prices, they do so by restricting their
purchases of these inputs. Less inputs means less output. Less output means higher prices to
consumers. The gross margin of the monopsonist increases both because the price he charges
for his output goes up and the prices he pays for his inputs go down.

In its simplest and most common version, the monopsony model assumes that input
suppliers face rising marginal costs, as in a perfectly competitive industry. As a result, their
marginal costs fall when the monopsonist purchases less, and they are willing to sell at a
lower price. If, as Bert Foer pointed out to me, the input industry is instead an oligopoly,
with few suppliers, substantial economies of scale, and constant or falling marginal costs,
a monopsonist’s best strategy for inducing a lower price may not be to reduce the total
quantity it purchases. It may do better by offering to increasepurchases from a particular
supplier in return for a large concession. In such an industry, in short, bargaining power
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may be a more effective means of inducing a lower price than the standard exercise of
monopsony power (reducing purchases from all suppliers).

106. See, e.g. Carlton and Perloff (2003, p. 105) (monopsony’s actions “affect the market
price”). Just as a firm may have monopoly power and not be the sole seller in a relevant
market, a firm may have monopsony power – the ability profitably to reduce the market
price of an input below the competitive level – and compete with some other buyers.

107. Reviewing the conditions for profitable price discrimination, two leading industrial
organization textbooks begin with market power. Scherer and Ross state (1990, p. 489):

First, the seller must have some control over price – some monopoly power. A purely competitive
firm cannot discriminate profitably. It can of course sell some units at less than the prevailing
market price (for example, for altruistic reasons), but it need not do so to sell as much as it
wants, and it sacrifices profit in doing so.

Carlton and Perloff declare (2000, p. 277):

1. A firm must have some market power(the ability to set price above marginal cost
profitably); otherwise, it can never succeed in charging any consumer more than the
competitive price.

108. As Peterman explains, if the dominant buyer is large enough, the loss of its business
may outweigh the gains from dealing with the fringe (2004, Note 266):

With all-or-nothing contracting by the dominant buyer, if the fringe . . . is so small that the
demand of the dominant buyer from every seller exceeds what the fringe demands at the same
price, the fringe may not be supplied, or supplied only at a price above what the dominant buyer
pays (net of cost differences). . . . The dominant buyer’s threat to discontinue purchasing from
the seller if it supplies the fringe (or if it supplies the fringe except at a price higher than what
the dominant buyer pays) could succeed, since the potential loss from discontinued sales to
the dominant buyer may exceed the gain from the fringe. A Robinson-Patman violation could
occur.

Peterman does not specify the conditions that must be present for all-or-nothing offers to be
profitable for the dominant buyer. Since he finds that no purchaser of table salt had sufficient
market share to be a dominant buyer, he does not explore the all-or-nothing model in depth.

109. Unlike monopsony power, however, the exercise of bargaining power may fre-
quently improve consumer welfare, as the final section indicates.

110. The ability of a buyer to present such a credible threat depends on many factors,
including the prospect that some other seller would give the buyer a better deal.

111. As this last factor indicates, the ability of a buyer to obtain concessions is simply one
facet of a much larger issue: the ability of oligopolists to maintain supracompetitive prices in
the face of all the forces tending to erode them. This larger issue is the subject of an extensive
literature, see, e.g. Areeda, Hovenkamp and Solow (1998, pp. 93–221), Scherer and Ross
(1990, pp. 235–316, 527–536), and its teachings are applied most often in the context of
horizontal mergers. Thus, it is well recognized (see, e.g. Horizontal Merger Guidelines
§ 2.12) that the bargaining power of buyers may limit the anticompetitive consequences
of a horizontal merger. Contemporary discussions of the Robinson-Patman Act seldom
recognize, however, that the same kind of power is sufficient to induce persistent non-cost-
justified price discrimination.



Consumers, Economics, and Antitrust 59

112. Only the price disparity in replacement sales was an unjustified discrimination be-
tween competing buyers. Champion did not sell spark plugs to independent wholesalers for
original equipment installation. Moreover, Champion’s very low prices on original equip-
ment sales may have reflected a strategic goal in addition to Ford’s buying power. By bidding
low on original equipment sales, Champion may have hoped to capture a larger share of
higher-margin replacement sales.

113. Unlike Scherer and Ross, however, the Areeda treatise does not address whether
“large buyer bargaining pressure” can induce systematic price differences that are not cost
justified.

114. Peterman does not ascribe monopsony power to any of these groups. To the contrary,
he expressly rejects the hypothesis that any buyer of table salt, retailer or wholesaler, was
a dominant buyer.

115. Describing the threat from the group’s owner, Charles Kurzweg, an International
executive wrote (Peterman, 2004):

We had a recent report from our salesman Pearson advising that Kurzweg told him that he had
about decided to place all of this salt business with one salt company for a period of 12 months,
so that he could qualify for the $50,000 quantity discount and he also told Pearson that it would
not be our company.

Peterman concludes that the discount to Kurzweg’s group would not have been cost justified
even if the group had purchased more than $50,000 of table salt from a single supplier in a
single year. In fact, neither Kurzweg’s group nor any other wholesaler group ever qualified
for the discount by purchasing the required annual quantity from a single source.

116. In this section, I use Lande’s concept of consumer welfare – the concept that in-
creasingly appeals to the federal courts – to evaluate the consequences of buyer-induced
non-cost-justified discrimination. In most instances, though, my conclusions would not
change if I used Bork’s definition. Where exceptions may arise – where the impact of un-
justified discrimination on economic efficiency may differ from its impact on consumers in
the relevant market – I address them.

117. A greater appreciation of the role of bargaining power in inducing unjustified dis-
crimination may also affect the resolution of Robinson-Patman litigation. A court may
be more willing to find competitive injury, for example, if it is convinced that bargaining
power is sufficient to produce an unjustified concession. To be sure, competitive injury and
cost justification are distinct issues. Under Morton Salt, as noted above, competitive injury
can be inferred from a price difference likely to influence resale prices, even if the price
difference is cost justified. Still, if a judge regards a failure of cost justification as a real
problem – because the favored buyers were actually in a position to extract an unjustified
concession – the judge may see a greater potential for consumer harm and be more willing
to find a violation. This result is unclear, however, because in many instances unjustified
discrimination may benefit consumers.

The impact of a heightened awareness of bargaining power on the meeting-competition
defense is easier to predict. If a court believes the favored buyer obtained the discriminatory
price by threatening to move its business from the defendant to another seller, the court
is likely to see the discrimination as an effort to meet competition. Of course, the effort
may have gone too far: the defendant may have beaten, rather than simply matched, the
other seller’s offer. But evidence of this kind of bargaining power should make the meeting
competition defense more likely.
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Not every exercise of bargaining power, however, would trigger the meeting-competition
defense. Suppose a buyer approaches a supplier and offers to bring it new business in return
for a price cut. If the supplier wants the business badly enough, it may grant the concession
even though no other seller is offering a similar deal. In this setting, the supplier could not
say it was meeting competition.

118. In his monograph on the Robinson-Patman Act, Posner recognized the adverse
impact of unjustified discrimination on efficiency (1976, p. 177, Note 14):

Unjustified discrimination impairs efficiency . . . by creating competitive cost disparities unre-
lated to differences in the relative efficiency of the competitors.

119. Because it is notoriously difficult to satisfy the Act’s cost justification defense, see
Kirkwood and Woods (1995, pp. 49, 157), sellers are likely to be wary of granting substantial
preferences to large buyers, even if the concessions are based entirely on cost savings.
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ABSTRACT

Contrary to conventional thinking about the purposes and effects of antitrust
law enforcement, the personal fortune of John D. Rockefeller, Sr., tripled in
the wake of the Supreme Court’s May 1911 order dissolving the Standard Oil
trust. This paper summarizes alternative explanations for that unexpected
outcome, tests them empirically and finds them deficient. Coupled with new
evidence confirming that major events related to Rockefeller’s antitrust
encounter did not produce statistically significant abnormal returns for
the company’s stockholders, we conclude that the market failed to react to
news of the trust’s dismantling because investors expected the government’s
remedy to prove ineffective.

This much-criticized corporation apparently has no friends, and to the student of affairs it often
seems as if it did not desire any.1
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1. INTRODUCTION

On May 15, 1911, U.S. Chief Justice Edward White formally announced the
Supreme Court’s decision to dissolve the Standard Oil Company of New Jersey.2

That event was the denouement of a great drama that had gained momentum under
the activist trust-busting agendas of presidents Theodore Roosevelt and William
Howard Taft. Standard Oil had controlled a vast, vertically integrated petroleum
empire that stretched from gathering operations in the Pennsylvania oilfields to
the delivery of kerosene-filled metal cans to final consumers. This empire was
enormously profitable to John D. Rockefeller, Sr., who founded and built Standard
Oil into one of the Gilded Age’s great business enterprises. Prompted to action by
a sweepingly condemnatory report of the Commissioner of Corporations, James
R. Garfield, at the end of a year-long investigation into the company’s dealings
with the railroads,3 and a celebrated series of articles published inMcClure’s
magazine – articles that were written by muckraker Ida Minerva Tarbell and vetted
by her brother, William, the treasurer of the Pure Oil Company (Chernow, 1998,
p. 439)4 – the Department of Justice filed suit on November 18, 1906, accusing
Standard Oil of engaging in various unlawful acts and practices under the Sherman
Act of 1890.

Attributing Standard Oil’s profits to ade factomonopoly or unreasonable
“restraint of trade” rather than to Rockefeller’s relentless pursuit of novel uses
for petroleum byproducts and innovative ways of cutting costs, the federal
government’s solution was to dismantle Standard Oil and to spin its assets off
as independent regional companies. The Justice Department reasoned that this
dissolution would force competition where none had existed before –ergo, it
would reduce Standard Oil’s allegedly supranormal profits and increase con-
sumers’ surplus. The dissolution of Standard Oil may or may not have increased
consumers’ surplus, but it certainly did not adversely affect the wealth of its
principal owner.5 At the beginning of 1911, Rockefeller’s net worth was approx-
imately $300 million (in then-current dollars). By the end of 1913, he was worth
three times that much, or around $900 million (more than $13 billion in today’s
dollars).

Ron Chernow (1998, p. 556)writes in Titan, his biography of John D.
Rockefeller, Sr., that “those who had seen the Standard Oil dissolution as condign
punishment for Rockefeller were in for a sad surprise: It proved to be the luckiest
stroke of his career.” According to conventional interpretations of the purposes
and effects of the antitrust laws, the government’s victory should have reduced
Standard Oil’s expected future net cash flows and the market value of its shares.
Chernow’s highly acclaimed study of Rockefeller’s life before and after the
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breakup of Standard Oil begs the obvious question: Why did this apparently not
happen?

In the aftermath of the Supreme Court’s historic decision, scholars have
advanced a number of explanations for the apparently perverse effects of the
government’s case. One conjecture focuses on market demand conditions,
emphasizing in particular that the Court’s decree coincided with the rise of
the American automobile industry. The General Motors Corporation had been
launched in 1908, the same year Henry Ford produced his first Model T. Gasoline
sales outstripped those of kerosene for the first time in 1910. There would be
2.5 million cars on the American road by 1915, and 9.2 million by 1920. It
is therefore possible that the expected growth in the demand for motor fuel
counterbalanced the reduction in profits that would otherwise have followed the
dismemberment of the Standard Oil trust (Chernow, 1998, p. 556).6

Daniel Yergin (1991, p. 112)offers evidence consistent with the claim that Rock-
efeller profited from a looming gasoline famine: “demand was galloping ahead.
The Gasoline Age was at hand, but the developing shortage of the fuel was a
threat to the nascent auto industry. The price of gasoline rose from nine and a half
cents in October 1911 to seventeen cents in January 1913.” Gasoline prices were
even higher in Europe, and Standard Oil serendipitously was positioned to take
advantage of these changing market conditions. Two years before the dissolution,
William Burton, the head of manufacturing for Standard Oil of Indiana, had autho-
rized the launching of a research project that eventually led to the development of
“thermal cracking,” a high-temperature refining process that “more than doubled
the share of usable gasoline from a barrel of crude” (Yergin, 1991, p. 111). Burton’s
revolutionary process, which executives at Standard Oil’s New York headquarters
had deemed “foolhardy,” was finally given the go-ahead by the directors of the
newly independent Indiana Standard, and the first cracking still was in operation by
early 1913. The company began licensing its patents to competitors the following
year; Standard Oil of New Jersey took out a license in 1915 (Yergin, 1991, p. 112).

A second explanation relates to Rockefeller’s “conservative” accounting
practices. Although its shares were publicly traded, Standard Oil was not listed
on the New York Stock Exchange nor did Standard Oil issue annual reports to
stockholders.7 Under these conditions it would be easy for a cagey Rockefeller,
who is credited with refusing to “water” the company’s stock,8 to have understated
the “true” value of Standard Oil’s assets. This under-valuation may have been
exposed and then corrected by the market once the shares of the successor
companies began to be traded openly (Chernow, 1998, p. 556).

Uncertainty is the third of the contending explanations. The government’s
protracted, nearly five-year-long antitrust proceeding against Standard Oil may
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have depressed the market price of the company’s shares as investors continued
to worry about how the case ultimately would be resolved. Even though the
company eventually was declared guilty of violating the Sherman Act, the issue
of the Court’s decree could have eliminated this uncertainty and allowed Standard
Oil’s stock price to rebound.

A final possibility is that the government’s remedial measures did not go to the
heart of Standard Oil’s monopoly power, which has recently been attributed to
its control of petroleum transportation (Granitz & Klein, 1996). According to this
theory, Standard Oil conspired with the railroads to charge differentially higher
shipping rates to new entrants in the refining sector.9 Whenever these agreements
broke down, as they predictably and frequently did, Standard Oil’s monopoly
was temporarily weakened. If Standard’s monopoly profits were based not on its
dominance of petroleum refining,10 but instead flowed from its deals with the
railroads, it is possible that the dissolution of Standard Oil – a dissolution that was
primarily along horizontal rather than vertical lines – did not materially reduce the
company’s market power.

As a matter of fact, Standard’s vertically integrated petroleum gathering
and refining operations were largely unaffected by the Court’s decree. What
is more important, under the dissolution order the trust’s assets were parceled
out to regional successor companies whose owners were the same people who
controlled Standard Oil of New Jersey beforehand. The successors apparently took
advantage of the divided markets produced by Standard’s dismemberment along
geographic lines. By respecting each other’s Court-created territorial monopolies,
by continuing to collude with the railroads, or both, the newly formed regional
“Baby Oils” may have transformed the government’s victory in this, as in many
other antitrust cases, into a Pyrrhic one (Elzinga, 1969; Elzinga & Breit, 1976;
Rogowsky, 1987).

Scholars have focused their attention hitherto on questions related to the sources
and effects of Standard Oil’s alleged monopoly. Did the firm in fact possess market
power (Granitz & Klein, 1996)? Did Rockefeller unlawfully engage in selective
– and intentionally predatory – price cutting in order to buy out his competitors at
favorable prices (Lott, 1999; McGee, 1958)?11 While answers to these questions
clearly are important, our purpose is to shift the literature’s attention to the events
following the Supreme Court’s 1911 decision, which not only had important
consequences for Standard Oil, but also established a “rule of reason” for the
Sherman Act whereby the Court announced its willingness to condemn only those
restraints of trade determined to be “unreasonable.”12 Whatever else might be
said about the government’s case, its apparent impact on Rockefeller’s wealth is
completely at odds with orthodox “public interest” theories of antitrust.
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In this paper we build on the work ofMalcolm Burns (1977), using capital
market data for the years 1909 through 1912 to analyze the run-up in Standard Oil
stock prices following the Supreme Court’s dissolution decree. Was the observed
increase in the price of those shares a result of broader market forces or was it
paradoxically more directly a consequence of the antitrust litigation that resulted
in the dismantling of Standard Oil?

Our approach to answering this question differs in three respects from Burns’s
study of the Standard Oil case. Although we too rely on capital market data,
our control group is not the same as Burns used in his analysis, and it includes
months for which no data were available at the time of his inquiry. Furthermore,
our empirical model takes account of events related to the government’s case
not considered by Burns. Last, but not least, we explicitly test the validity of
the alternative theories summarized above that attempt to explain the apparently
perverse effects of the Supreme Court’s decision on the wealth of Standard Oil’s
owners, all of which have been put forward since the publication of Burns’s
pioneering contribution to the literature.

At the end of the day, however, our empirical findings are broadly consistent
with those of Burns: none of the major events related to the government’s case
produced statistically significant abnormal returns for Standard Oil’s stockholders
in our data set.13 While additional evidence presented herein points to an increase
in the variance of these returns during the six months following the company’s
breakup and, hence, a corresponding reduction in utility for risk-averse investors,
this volatility quickly subsided and returns reverted to normal thereafter. Hence,
if the stock price of Standard Oil included capitalized monopoly profits prior
to its dissolution, those of it and its successors included capitalized monopoly
profits afterwards.

Our analysis suggests that none of the attempts to explain the puzzling wealth
effects of the Standard Oil case on the basis of exogenous events are consistent
with the facts. In particular, we find no evidence that the post-dissolution increase
in the wealth of Standard Oil’s owners was caused by automobile-induced growth
in the demand for gasoline, by the lifting of an accounting veil revealing the
“true” value of the company’s assets, or by the resolution of investor uncertainty.
Moreover, the sharp reduction in petroleum refining costs that followed the
discovery of thermal cracking was too far in the future to have played a role.
We therefore conclude on the basis of evidence that the most plausible reason
why the market failed to react to news of the trust’s dismantling is that investors
anticipated that the antitrust sanctions imposed on the company would be
ineffectual. In other words, the Standard Oil case represents a failure of the
antitrust penalties.
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2. DESCRIPTION OF THE FINANCIAL DATA

We analyze monthly stock price data for Standard Oil (N. J.),14 three of its
petroleum industry rivals (Associated Oil, Houston Oil and Pure Oil), and the
General Motors Corporation. Broader market trends are gauged by the Dow Jones
Industrial Average (DJIA). The control group differs from the one used byBurns
(1977)in that it includes competitors of Standard Oil.15 Observations on common
stock prices for the various companies were collected from issues of theCommer-
cial and Financial Chroniclepublished over the 48 months running from January
1909 to December 1912.16 The DJIA was obtained fromTheDow Jones Averages,
1885–1970(Farrell, 1972).

All stock prices were reported monthly as bids and asks. For the purposes of
this study we have chosen the midpoint between bids and asks as the relevant

Table 1. Variable Descriptions.

Variable Definition Mean Standard
Name Deviation

SONJMID Midpoint between monthly bid and ask prices for Standard
Oil (N. J.)

697.42 157.09

AOILMID Midpoint between monthly bid and ask prices for
Associated Oil

39.65 9.92

HOILMID Midpoint between monthly bid and ask prices for Houston
Oil

8.93 3.64

POILMID Midpoint between monthly bid and ask prices for Pure Oil 7.32 4.39
INDEX An equally weighted portfolio of oil stock prices, calculated

as the average of AOILMID, HOILMID and POILMID
18.63 3.87

GMMID Midpoint between monthly bid and ask prices for General
Motors

65.92 43.39

DJMID Average of the monthly highs and lows of the Dow Jones
Industrial Average

86.93 5.98

CIRCUIT Dummy variable taking a value of 1 for the month of the
Circuit Court’s dissolution decree (November 1909) and 0
otherwise

0.02 0.14

DECREE Dummy variable taking a value of 1 for the month of the
Supreme Court’s decision affirming the lower court’s ruling
(May 1911) and 0 otherwise

0.02 0.14

PLAN Dummy variable taking a value of 1 for the month of
Standard Oil’s announcement of its dissolution plan (July
1911) and 0 otherwise

0.02 0.14

TRADE Dummy variable taking a value of 1 for the month when
trading began in Standard Oil’s successor companies
(December 1911) and 0 otherwise

0.02 0.14
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data point. If for the month of January, for example, the reported bid for 100
shares of Houston Oil was $10 and the reported ask was $15, we used $12.50 as a
measure of Houston Oil’s market value for that month. TheChroniclereported the
latest bid and ask prices available for a company immediately prior to publication.
Although theChroniclewas a weekly periodical and the prices of some stocks were
published weekly, the prices of all stocks analyzed in this paper were available only
at monthly intervals.

The data source relied on for the Dow Jones Industrial Average reports monthly
highs and lows in the index. We chose the simple average of these highs and lows
as the relevant data point for each month.17

Four noteworthy events related to the Justice Department’s antitrust case against
Standard Oil occurred during the period covered by our data. Finding for the
plaintiff, the federal circuit court for the Eastern District of Missouri ordered the
company’s dissolution on November 20, 1909.18 A binary variable, CIRCUIT,
takes on a value of 1 for that month and 0 otherwise. The Supreme Court affirmed
the lower court’s ruling on May 15, 1911.19DECREE is set equal to 1 for that month
and 0 otherwise. The plan for dissolving Standard Oil, which was actually crafted
by the company itself (Yergin, 1991, p. 110), was announced in late July. A third
binary variable, PLAN, takes on a value of 1 for that month and 0 otherwise. Finally,
TRADE, a binary variable set equal to 1 for the month of December 1911 and 0
otherwise, marks the beginning of trading in the shares of the 34 new companies
created from the assets of the ostensibly leaner Standard Oil of New Jersey.20

Table 1provides a more complete description of the variables used in this paper.
The stock price data are plotted inFig. 1.

3. EMPIRICAL ANALYSIS

Monopolies are more profitable than competitive firms, but these profits come at
the expense of consumers and of society in general. Laws aimed at correcting the
market “failure” due to monopoly should therefore retransfer wealth back to those
harmed by the monopolist’s price and output choices. Of course, this means that
effective enforcement of the antitrust laws should reduce monopoly profits.

The government launched its case against Standard Oil in late 1906, and its
efforts finally paid off in the spring of 1911 when the Supreme Court found the
company guilty of violating the Sherman Act, affirming the Circuit Court’s decision
and dissolution order. The stated purpose of the Court’s decree was to reduce
Standard Oil’s monopoly power and subject it to the salutary forces of competition.
This should have reduced Standard Oil’s expected profitability and therefore its
market value. But asFig. 1shows, precisely the opposite seems to have happened.
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Fig. 1. Monthly Average Stock Prices and Dow Jones Industrial Averages, 1909–1912.
(Standard Oil – Right Scale; All Others – Left Scale).

Why did the price of Standard Oil’s stock almost triple in the months follow-
ing the order dissolving the firm and, ostensibly, forcing it to operate in a more
competitive market environment?

In what follows, we attempt to shed some light on the mystery. One hypothesis
is that the run-up in Standard Oil’s stock price had nothing to do with the court-
ordered dismantling of its alleged monopoly. Because the breakup would tend
to reduce shareholders’ wealth, but apparently did not, the explanation must lie
elsewhere. It seems plausible that the increase in the price of Standard’s shares
could have been the result of a general boom in the profitability of all industrial
companies (as measured by the Dow Jones Industrial Average), a result of the
anticipated boom in the automobile industry (as measured by GM stock prices),
or both.

We begin the empirical analysis by exploring the extent to which variations in the
pre- and post-dissolution prices of Standard Oil stock can be explained by broader
market trends as well as by variations in the share prices of General Motors and the
company’s rivals. To do so, we estimate the monthly returns realized by the owners
of the various companies in our sample. The monthly return to Standard Oil’s
stockholders, for example, is calculated as the percentage change in the market
price of the company’s shares minus the percentage change in the corresponding



Titan Agonistes 71

Table 2. Monthly Stockholder “Returns” (%).

Variable Name Definition Mean Standard Deviation

SONJRET Percentage change in SONJMID minus
percentage change in DJMID

2.97 24.14

AOILRET Percentage change in AOILMID minus
percentage change in DJMID

5.87 35.97

HOILRET Percentage change in HOILMID minus
percentage change in DJMID

7.26 37.81

POILRET Percentage change in POILMID minus
percentage change in DJMID

10.15 44.81

OILRET Percentage change in INDEX minus
percentage change in DJMID

3.91 25.21

GMRET Percentage change in GMMID minus
percentage change in DJMID

−0.35 19.05

month’s Dow.21 Similar calculations produce estimates of the monthly returns to
the owners of General Motors (GMRET) and to an unweighted portfolio (OILRET)
containing the stocks of Associated Oil, Houston Oil and Pure Oil. These new
variables are defined inTable 2, which also reports descriptive statistics.

All of the oil companies outperformed the Dow over the full sample period
(January 1909 through December 1912). New Jersey Standard did so by about 3%,
Associated Oil by 6%, Houston Oil by 7%, and Pure Oil by 10%. As predicted
by the modern theory of finance, however, higher returns exposed investors to
greater risk. While the prices of GM stock were considerably more erratic over
the slightly shorter period for which data are available for that firm (July 1909
through December 1912), mean returns to GM’s stockholders tracked the Dow
more closely overall, modestly underperforming it.

The correlations among these stockholder returns are shown inTable 3. There
we see that the returns to the owners of Standard Oil are most strongly correlated
with those of Houston Oil. None of the returns realized by the owners of the other

Table 3. Correlation Matrix.

SONJRET AOILRET HOILRET POILRET OILRET GMRET

SONJRET 1 −0.23 0.42 −0.03 −0.15 0.12
AOILRET −0.23 1 −0.04 0.16 0.96 −0.14
HOILRET 0.42 −0.04 1 −0.03 0.16 0.08
POILRET −0.03 0.16 −0.03 1 0.28 −0.10
OILRET −0.15 0.96 0.16 0.28 1 −0.14
GMRET 0.12 −0.14 0.08 −0.10 −0.14 1
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Fig. 2. New Jersey Standard “Returns,” by Month, 1909–1912.

oil stocks seem to be correlated either with one another or with the returns to GM.
This latter finding casts some preliminary doubt on the hypothesis that Standard
Oil’s owners (or those of any of the other oil companies for that matter) benefited
from an anticipated boom in auto sales.

The monthly returns to the owners of Standard Oil of New Jersey, plotted in
Fig. 2, cast even more doubt on the conventional interpretation of the effects of the
government’s antitrust case. New Jersey Standard’s owners seem to have earned
only normal profits on their investments throughout the period leading up to the
company’s actual dissolution – a period during which the Circuit Court ordered
its breakup (November 1909), that decision was affirmed by the Supreme Court
(May 1911), and the company announced a plan for dismantling itself (July 1911).
Not until trading began in the shares of the successor companies (December 1911)
is there any evidence of abnormal stockholder returns. These abnormal returns,
both positive and negative,22 persist until June 1912, at which point the volatility
disappears and stockholder returns revert to their pre-dissolution normal.

More precisely, from January 1909 to November 1911, the mean monthly returns
to the owners of New Jersey Standard were−0.114%, with a standard deviation
of 3.415. They were 14.532% (standard deviation= 59.74) from December 1911
to June 1912, and 3.951% (standard deviation= 4.216) for the last six months
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of the sample period. The most conservative interpretation of these data is that
the dismantling of the Standard Oil trust and the initial public offering of shares
in its successor companies caused some market uncertainty; once this uncertainty
was resolved, however, normal returns were restored. There is no evidence, in
our data set, of a long-term impact on the wealth of the owners of Standard Oil of
New Jersey.

The foregoing conclusions are supported by ordinary least squares regressions
of the monthly returns to New Jersey Standard’s stockholders on the returns to the
owners of the three oil company rivals for which we were able to gather capital
market data, the returns to owning General Motors’ stock, and dummy variables
marking key events associated with the government’s antitrust case.23

The results shown inTable 4indicate that the returns to the owners of New Jersey
Standard were negatively correlated with those of the returns to the portfolio of
three oil stocks and positively correlated with those of the owners of General
Motors over the sample period. Neither of these estimated coefficients is different
from zero at standard levels of statistical significance, however.

The insignificance of GMRET in these regressions undercuts one of the possible
explanations for the post-dissolution run-up in the market price of Standard Oil
shares. As noted earlier, gasoline sales had outstripped kerosene sales in 1910,
and there would be 2.5 million cars on the road by 1915. An anticipated boom in
auto sales could have pushed up GM stocks. The corresponding increase in the
expected demand for gasoline could have pushed up oil company stocks. But it did
not. Perhaps Standard Oil’s relatively small stake in the filling station business,
coupled with its declining market shares in both the crude oil and refining sectors,
reduced the company’s potential gains from the auto boom. But in any case, the
absence of a positive and significant relationship between the returns to investments
in Standard Oil and General Motors suggests that whatever the impact of Standard
Oil’s dissolution may have been, it cannot be explained by events taking place in
the auto industry.

Moreover, there is no evidence inTable 4that the Circuit Court’s dissolution
order, the Supreme Court’s ruling affirming that order, or the announcement of the
company’s plan for dismantling itself produced statistically significant abnormal
returns for New Jersey Standard’s owners. Although CIRCUIT, DECREE and
PLAN all carry the expected negative signs, the statistical insignificance of the
estimated coefficients contradicts conventional interpretations of the purposes
and effects of antitrust law enforcement. While Standard Oil of New Jersey’s
investors were exposed to greater risk during the months following the company’s
actual breakup, there is no reason for believing that the government’s antitrust
case had any significant impact on their wealth. What the results do suggest
is that the wealth of John D. Rockefeller, Sr., and his fellow owners was
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Table 4. Dependent Variable: SONJRET.

Variable Model (1) Model (2) Model (3)

Constant 6.0428 4.9908 3.6694

OILRET −0.1954
(0.1429)
[0.1805]

GMRET 0.1085 0.1572
(0.1207) (0.1410)
[0.3751] [0.2725]

CIRCUIT −14.7887 −12.6395 −10.2914
(8.9812) (7.6180) (6.9180)
[0.1088] [0.1060] [0.1443]

DECREE −9.6932 −8.6193 −6.5109
(7.5030) (6.6920) (5.3637)
[0.2051] [0.2062] [0.2316]

PLAN −18.2950 −16.5378 −8.2790
(11.3958) (10.1922) (5.1702)
[0.1171] [0.1137] [0.1168]

MA(1) −0.4568 −0.4557 −0.4222
(0.1918) (0.1847) (0.1807)
[0.0230] [0.0186] [0.0243]

Adj. R2 0.10 0.21 0.17

Durbin-Watson 2.12 2.05 2.07
F 1.74 1.82 2.21

[0.1417] [0.1333] [0.0839]
N 41 41 47

Note: Standard errors in parentheses;p-values in brackets.

determined more by broad market trends than by enforcement of the nation’s
antitrust laws.24

The evidence presented thus far suggests that the Supreme Court’s decision
to dissolve Standard Oil had no impact on the wealth of the company’s owners
whether or not we control for the potential impact of an anticipated boom in
auto sales, the general trend in oil stock prices, or both. An important question is
whether the Supreme Court’s dissolution decree affected the stock price returns
of the owners of Standard Oil’s rivals. That possibility is addressed inTable 5,
where we regress the returns to owning a portfolio of the stocks of Associated Oil,
Houston Oil and Pure Oil on CIRCUIT, DECREE, PLAN and TRADE.
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Table 5. Dependent Variable: OILRET.

Variable Coefficient Standard Error p-Value

Constant 3.9487 2.1902 0.0788
CIRCUIT −5.1477 12.7449 0.6884
DECREE −0.6728 5.5270 0.9037
PLAN −17.3531 10.7808 0.1152
TRADE 22.0955 13.3903 0.1066
MA(1) −0.5259 0.1623 0.0024

Note: AdjustedR2 = 0.19, Durbin-Watson= 2.10,F = 3.12 (p < 0.02),N = 47.

The results indicate that the owners of New Jersey Standard’s oil industry
rivals experienced abnormal negative returns during the months when the courts
ruled in the government’s antitrust case. Returns likewise responded negatively to
Standard Oil’s announcement of its dissolution plan; they responded positively to
the start of trading in the shares of the successor companies. None of the estimated
coefficients are statistically significant, however. There seems to be no evidence
that the government’s case – or its sequelae – produced a redistribution of wealth
within the oil industry. There apparently was no price umbrella associated with
Standard Oil’s alleged monopoly.

As a final test, we gathered monthly average stock prices for seven of the succes-
sor companies to the Standard Oil trust. The “Baby Oils” for which we have data
are “Standard Oil (California), which eventually became Chevron; Standard Oil of
Ohio, which became Sohio and then the American arm of BP [British Petroleum];
Standard Oil of Indiana, which became Amoco” (Yergin, 1991, p. 110); Standard
Oil of Kansas; Standard Oil of Kentucky; Standard Oil of Nebraska; and Standard
Oil of New York. Missing from our data set are “Continental Oil, which became
Conoco; and Atlantic, which became part of ARCO [Atlantic Richfield] and then
eventually of Sun” (Yergin, 1991, p. 110). The time series of stock prices begins
in April 1912 and runs through the end of the year. April observations are missing
for Standard Oil of New York and Standard Oil of Ohio.

We calculated the returns to the owners of each of the successor companies using
the same methodology as before. Descriptive statistics are reported inTable 6. The
returns are plotted inFig. 3.

While conclusions based on such a short time series are necessarily tentative,
the data suggest that the returns to the owners of the “Baby Oils” followed patterns
similar to those experienced by the stockholders of “Ma” Standard (SONJRET),
namely a period of uncertainty in the months immediately following the trust’s
dismantling and then a return to normalcy. They were the same people throughout,
after all.
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Table 6. Successor Company “Returns,” April–December 1912 (%).

Company Variable Name Mean Standard Deviation

Standard Oil of California SOCALRET −0.09 21.40
Standard Oil of Indiana SOINDRET 5.12 6.48
Standard Oil of Kansas SOKANRET 6.83 44.46
Standard Oil of Kentucky SOKYRET −1.86 15.69
Standard Oil of Nebraska SONEBRET 4.22 9.40
Standard Oil of Ohio SOHIORET −1.21 29.63
Standard Oil of New York SONYRET 26.79 69.88

Fig. 3. “Returns” to Jersey Standard and the “Baby Oils,” April–December 1912.

4. DISCUSSION

The foregoing analysis suggests that the Supreme Court’s decision ordering
the dissolution of Standard Oil had no persistent impact on the wealth of the
company’s owners. To be sure, the trust’s actual dismantling ushered in a period
of uncertainty for investors, as evidenced by the pronounced increase in the
volatility of returns commencing in December 1911. But in the end stockholders’
returns reverted to normal. Hence, while much has been made of the financial
gains that accrued to John D. Rockefeller, Sr., in the wake of the government’s
successful antitrust suit, those gains were not proportionately greater than those
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of ordinary investors. The Dow began rising in October–November 1911, the two
months preceding Standard’s actual dismemberment. Over the next six months,
the returns to New Jersey Standard’s owners outperformed the market by about
four percent. Given that the ostensible purpose of the government’s case was to
increase competition and thereby reduce Standard’s supernormal profits, there
thus seems to be some basis for Teddy Roosevelt’s lament, “No wonder that Wall
Street’s prayer now is: ‘Oh Merciful Providence, give us another dissolution’ ”
(Chernow, 1998, p. 557).

One of the competing explanations for the post-dissolution increase in wealth
experienced by Standard Oil’s shareholders is that the issuance of the Supreme
Court’s decree resolved the uncertainty clouding the company’s fate. Indeed, an
editorial published in theCommercial and Financial Chronicleon May 20, 1911,
said that the judgment

is a great improvement over the interpretation of the statute which had been feared, namely
that the Court would uphold the Government’s contention that the Anti-Trust Law applied to
all cases in restraint of trade, whether reasonable or unreasonable. Under such a construction
every large industrial combination would have been condemned in advance, producing utter
confusion and chaos. That dread, that danger, at least, is now removed.

On this interpretation, the dampening, on May 15, 1911, of fears being harbored
that antitrust would be applied broadly to condemn all restraints of trade, reason-
able as well as unreasonable, should have had a positive impact on the returns to
owning Standard Oil stock. But our evidence suggests that the announcement of the
Supreme Court’s decision had no such effect. Neither did the returns to a portfolio
of other oil stocks react significantly to that news. As a matter of fact we find more
uncertainty, not less, being created by the trust’s actual dismantling. Given that the
resolution of the antitrust case against Standard Oil had no statistically significant
impact on stockholders’ returns and, moreover, that after peaking at 86.4 in June
1911, the Dow fell by 11% over the next three months, it seems implausible to
argue that the Court’s announcement of its willingness to apply a rule of reason
to alleged Sherman Act violations played a role in explaining observed capital
market events.

A second possibility is that Standard Oil’s dissolution lifted the veil obscur-
ing John D. Rockefeller’s “conservative” accounting practices, thereby causing a
revaluation of the company’s assets and the prices of its shares. But the returns to
owning New Jersey Standard stock fell, though not significantly, when trading in
the shares of the “Baby Oils” began on December 1, 1911. The evidence from the
capital market is thus at odds with the hypothesis of under-valuation. Rockefeller
has been accused of many things, but making less money when he could have
made more is not one of them. The contention that he had purposely undervalued
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the assets of Standard Oil prior to December 1911, thereby reducing his reported
wealth by about $600 million, cannot be credited.

A third and more compelling possibility is that the returns to owning Standard
Oil stock were unaffected by news of the Supreme Court’s decision because
the government’s remedy was expected to be ineffective. Standard’s vertically
integrated petroleum refining operations were by and large preserved, and the
company’s markets were allocated to the successor companies on a geographic
basis, providing a natural basis for collusion (Stigler, 1964). Even after most of
its assets were spun off to create the successors, “Standard Oil of New Jersey
remained the world’s largest oil company, second only to U.S. Steel in size among
American enterprises and retaining 43% of the value of the old trust” (Chernow,
1998, p. 557). Since the owners of the new “Baby Oils” and the old “Ma” Standard
were identical, monopoly may simply have been replaced by tacit market division
along geographic lines, if not outright collusion, perhaps with the added benefit of
a lessening of the diseconomies of scale and scope associated with a large control-
ling hegemony – a possibility illustrated by the story of William Burton’s thermal
cracking process.

On hearing of the majority’s decision, J. P. Morgan reportedly remarked, “How
the hell is any court going to compel a man to compete with himself?” (Chernow,
1998, p. 557). Indeed, after the breakup Rockefeller apparently recommended
that officials from all the “independent” companies in the erstwhile Standard
Oil stable meet regularly to maintain amicable relations (for legal reasons
everyone concerned was asked not to leave a paper trail).Yergin (1991, p. 110)
writes that the “new entities, though separated and with no overlapping boards
of management, nonetheless respected one another’s markets and carried on
their old commercial relationships. Each had rapidly growing demand in its
own territory, and competition among them was slow to develop.” Competition
emerged sluggishly owing in part to the fact that all of the “Baby Oils” continued
to sell gasoline under the same old brand names, thereby limiting the extent to
which poaching on one another’s territories would pay.25

Of all the possible explanations, the most plausible is not an expected boom
in automobile sales, new information about the “true” value of the company’s
assets, or a resolution of the uncertainty surrounding the government’s case; it
is antitrust failure. While the evidence is not conclusive, modern experience with
public policies toward business suggests that antitrust remedies have often been ill-
crafted and unenforced. The government invests considerable resources in proving
antitrust liability, but gives short shrift to the penalty phase (Rogowsky, 1987).
It declares victory and turns its attention to other matters, deferring the task of
monitoring compliance with court-ordered remedies for some rainy day. Indeed,
there was considerable doubt at the time that the Court’s decree would effectively
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promote competition. These observations point in one direction, namely that if
Standard Oil of New Jersey wielded market power prior to its dissolution, it and
its sister companies continued to do so collectively after December 1911.

Conspiracies aresub rosaand most go undetected. There is consequently
little we can do to flesh out this suggestive argument. And, as a matter of fact,
contending that Standard’s market power continued unabated in the wake of the
Court’s decree raises yet another puzzling question: why did the company not
becomelessprofitable after 1911? If monopoly had been the source of Standard’s
wealth, would that monopoly not have been wielded more effectively as a single
firm than as a collection of “independent” regional companies, albeit with the
same set of owners? One possibility is that Standard had strategically lowered its
profit margins during the government’s protracted antitrust investigation in order
to avoid more draconian penalties. Anticipating that the Justice Department’s
oversight would be far less thorough once the case had been decided, Standard
and it sister companies were able to make up for lost time and lost profits. If
this is so, Standard would not be the first firm to temper its actions while under
antitrust scrutiny.

If Standard had been operating in a competitive market prior to the government’s
case, the dissolution order should have caused negative abnormal returns as a
result of the mandated change in the company’s organizational architecture, a
change which surely was viewed as second-best by its owners. The capital market’s
observed reactions are most consistent with the following sequence: unperturbed
monopoly prior to government’s case, perturbed monopoly shortly following the
government’s “victory,” and unperturbed monopoly afterward.

We should stress that the foregoing argument does not depend on how “Ma”
Standard and the “Baby Oils” managed to reap supernormal profits, if they
in fact did. They may have done so directly, or may have done so indirectly
through agreements with the railroads.26 We take no position on this issue. Our
point is simply that the absence of any detectable capital market reaction to the
government’s case speaks for itself.

5. CONCLUSION

Building on the work ofBurns (1977), considering additional case-related events
and using a different data set, this paper explores the puzzling wealth effects of the
Standard Oil (N. J.) case. Contrary to conventional interpretations of the purposes
and effects of antitrust law enforcement, John D. Rockefeller’s wealth tripled
in wake of the Supreme Court’s May 1911 decision ordering the company’s
dissolution. There are several alternative explanations for this odd outcome,
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including an expected boom in automobile sales, a resolution of the uncertainty
surrounding the government’s case, and new information about the “true” value
of the company’s assets.

It turns out on closer inspection, however, that none of these conjectures is
consistent with the available evidence. Moreover, we find that four major events
related to Standard Oil’s five-year-long antitrust encounter did not produce statis-
tically significant abnormal returns for its stockholders. While there is evidence
of an increase in the variance of these returns during the six months following the
company’s breakup and, hence, a corresponding reduction in utility for risk-averse
investors, this volatility declined and returns reverted to normal thereafter. Hence,
if the stock price of Standard Oil included capitalized monopoly profits prior to
its dissolution, it included capitalized monopoly profits afterwards.

We conclude that the most plausible reason why the market failed to react to news
of the trust’s dismantling is that investors anticipated that the antitrust sanctions
imposed on the company would be ineffectual. In other words, the Standard Oil case
represents a failure of the antitrust penalties. The decree dissolving the company
divided markets along regional lines and allowed the ownership of the assets of
Standard Oil of New Jersey to remain in the same hands. As a result of an ineffective
remedy, the constituent parts of one of the turn-of-the-century’s great business
combinations continued to prosper.

The government’s prosecution of Standard Oil simply had no impact on the
wealth of John D. Rockefeller, Sr., and his co-owners. While this interpretation of
the events may cause discomfort, based on our analysis it appears to be the most
plausible one. Promoters of an activist antitrust policy agenda cannot take solace
in thinking that the capital market’s reaction to the Standard Oil case is unique.
During the Gilded Age, the antitrust authorities witnessed John D. Rockefeller,
Sr., becoming history’s first billionaire. Nearly a century later, Bill Gates became
history’s first $100 billionaire during one of the great antitrust prosecutions of
the Digital Age. While Mr. Gates undoubtedly was made poorer by the bursting
of the stock market bubble of the 1990s, the evidence adduced thus far suggests
that events associated with the government’s case against him likewise have not
produced wealth effects consistent with antitrust’s stated goals (Bittlingmayer &
Hazlett, 2000).

NOTES

1. Commercial and Financial Chronicle, May 25, 1907, p. 1209.
2. Standard Oil Co. of New Jersey v. United States, 221 U.S. 1 (1911).
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3. The report was issued on May 4, 1906 (Commercial and Financial Chronicle, May 12,
1906, p. 1105). Garfield acted at the request of the U.S. House of Representatives, following
its adoption of the Campbell Act, a resolution calling upon “the Secretary of Commerce and
Labor. . . to investigate the cause or causes of the low prices of crude oil or petroleum in
the United States, and especially the Kansas field, and the unusually large margin between
the price of crude oil or petroleum and the selling price of refined oil and its by-products”
(Commercial and Financial Chronicle, March 4, 1905, p. 1001).

4. Ms. Tarbell’s father, Frank, also devoted his life to the oil business. Her antipathy
toward Rockefeller was colored by childhood memories of “the agonies and financial dif-
ficulties her father had endured – the mortgaged house, the sense of failure, the apparent
helplessness against the Octopus, the bitterness and divisions between those who did and
those who did not come to terms with Standard Oil” (Yergin, 1991, p. 102).

5. It was revealed during the trial that “Mr. Rockefeller’s holdings of Standard Oil stock
are about 20% of the total share capital” (Commercial and Financial Chronicle, March 2,
1907, p. 512).

6. The contention that Standard profited from an increase in the demand for gasoline
becomes more plausible in light of the fact that crude oil prices were likely falling during
this period as more of it gushed from newly discovered fields in Texas, Oklahoma, California,
Kansas and Illinois (Chernow, 1998, p. 555). The price of the company’s key input would
not start rising again until mobilization for World War I put pressure on world oil supplies.

7. U.S. Steel apparently was the first major American corporation to publish quarterly
financial reports. It began doing so in 1901. SeeStrouse (1999, p. 411).

8. In those innocent times predating the modern theory of finance, it was widely thought
that the capital value of a firm’s stock should be equal not to the firm’s expected future
earning power, but to the value of its assets. The excess of share value over underlying asset
value (the extent of “overcapitalization”) was referred to as “water.” That term is traceable
to a fraud perpetrated by Daniel Drew, president of the Erie Railroad and one of the Gilded
Age’s most infamous pirates: “As a young cattle drover bringing herds from Putnam County
to market in New York, he fed his cows salt just before they reached town, then let them
drink as much as they could hold. The probable difference between their real weight and
their weight at the moment of sale was pure water” (Strouse, 1999, p. 135). To illustrate,
U.S. Steel was capitalized at $1.4 billion when it was organized in 1901, $1.1 billion of
which was in the form of common stock. The federal government’s Bureau of Corporations
“later estimated that the tangible value of the properties in the combination was somewhere
between $676 million and $793 million,” the difference again being “water” (Strouse, 1999,
pp. 404–406).

9. SeeLott (1999, pp. 8–9)for criticisms of this theory. Indeed, in its summary of a second
report of the Commissioner of Corporations on the Standard Oil Company, theCommercial
and Financial Chronicle(May 25, 1907, p. 1209) observed that “the fact should be carefully
noted that according to this official document, the company’s advantage comes, not from its
influence or control over the railroads, which are in every way public agencies, but comes
from its pipe lines, which are solely a private investment incident to the development of
its business. In other words, it is its own private agencies, built up with much skill and
foresight, which it is using and which are giving it such a great advantage.”

10. Standard Oil’s share of the crude oil market had fallen from 32% in 1899 to 14% in
1911. Its share of the refining market fell from 86% to 70% in the five years prior to the
breakup (Chernow, 1998, p. 555).
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11. Whether or not Rockefeller engaged in predatory pricing to bankrupt his rivals, pro-
competitive market forces were also at work. In the mid-1870s, 5000 to 6000 people had
been killed every year in explosions caused by poor quality kerosene. To avoid having
Standard’s reputation damaged by such tragedies, it was in Rockefeller’s (and consumers’)
interest to buy up competing refineries and upgrade their manufacturing processes. Indeed,
Rockefeller’s insistence “on consistency and quality control was why he chose the name
Standard” in the first place (Yergin, 1991, p. 50). This point is emphasized inJohnston
(2000, p. 3).

12. Dissatisfaction with the rule of reason added to existing pressures for additional
antitrust legislation that would correct the Sherman Act’s perceived deficiencies. These
pressures culminated in the Clayton and Federal Trade Commission acts, both passed in
1914.

13. Burns (1977, p. 730)does report that the filing of the government’s complaint against
Standard Oil in November 1906 produced a negative and statistically significant reduction
(of about 6.5%) in shareholders’ wealth. Characterizing the dissolution plan as “relatively
benign,” he, too, finds that the “petroleum residuals are quite small [and statistically
insignificant] during May and June 1911,” the two months overlapping the Supreme
Court’s decision and decree.Burns (1977, p. 733)goes on to observe that the capital losses
associated with issue of the complaint were eliminated during the first half of 1912, and
that the prices of a portfolio of successor company stocks reached record levels by the
end of that year. It is the post-dissolution run-up in stock prices that is the main focus of
this paper.

14. Burns (1977)also bases his analysis on monthly stock price data. Some additional
analysis of the stock prices of seven of the trust’s successor companies is presented below.

15. Burns employed a larger sample of 28 “Manufacturing Corporations” that did not
include any of the members of our oil and automobile industry control group. See Burns
(1977, p. 736, Table A1).

16. Monthly stock prices for General Motors are not available prior to July 1909. The
Ford Motor Company was not traded publicly until 1956. SeeChernow (1990, p. 221).

17. At the beginning of 1910, the Dow Jones Industrial Average was based on the
stock prices of the following 12 firms: Amalgamated Copper, American Sugar, American
Smelting and Refining, Peoples Gas, American Car Foundry, Colorado Fuel & Iron,
American Steel & Wire, National Lead, General Electric, U.S. Rubber Preferred, U.S.
Steel and U.S. Steel Preferred. Of these dozen stocks only American Sugar and National
Lead were included in the original list of industrial stocks that comprised the index on
May 26, 1896. Within our data period, however, only three substitutions were made to this
list: U.S. Rubber 1st preferred replaced U.S. Leather preferred on April 1, 1905, General
Electric replaced Tennessee Coal & Iron on November 7, 1907, and Central Leather
common replaced Colorado Fuel & Iron on May 12, 1912 (Farrell, 1972).

18. United States v. Standard Oil Co. of New Jersey, 173 F. 177 (E. D. Mo., 1909).
19. The Supreme Court modified the lower court’s order so as to allow Standard Oil six

months to dismantle itself; the dissolution initially was to take effect within 30 days.
20. Burns also considered four case-related events, two of which he combined. These

were the issue of the government’s Sherman Act complaint in November 1906; the an-
nouncement of the Supreme Court’s decision on May 15, 1911, and its July 1911 dissolution
order (treated as one event); and Jersey Standard’s first declaration of common dividends
in July 1912.
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21. This computational method does not generate the actual returns to an ownership
position because we do not have complete data on dividend payments or stock splits. For
Standard Oil, at least, we could find no evidence of a change in the number of shares
outstanding during our sample period. In any case, our omission of dividend payments
is of little moment for the purposes of capital market studies. AsSchwert (1990, p. 415)
observes, “if one is primarily interested in the response of stock prices to particular
types of information (e.g. ‘event studies’), dividends are unimportant.” That conclusion
follows because “the main effect of ignoring dividend yields is to lower estimates of mean
returns” (Schwert, 1990, p. 407). A similar conclusion is reached byCopeland and Weston
(1992, p. 600).

22. These abnormal returns were partly due to initial (and sizeable) dividend declara-
tions by the Standard Oil successors. As noted byBurns (1977, p. 732), “fifteen of these
companies. . . declared at least one common dividend between November 1911 and April
1, 1912. The result was a market-adjusted increase of more than one-third in the value of
Standard Oil stocks during this period.”

23. We included a first-order moving average term, MA(1), to make the series
stationary. The method ofNewey and West (1987)is used to correct for serial correlation
and heteroscedasticity in the regression residuals.

24. The inclusion of TRADE does not alter these findings. The estimated coefficient on
it is −15.6230, with a standard error of 21.8059.

25. Burns (1977, p. 719)likewise concludes that there was “no visible erosion of
monopolistic rents.”

26. Johnston (2000, p. 3)notes that, in negotiating rebates and other favorable terms from
the railroads, Standard was dealing with an industry that was continually striving to avert
cutthroat competition by setting rates collectively. If the dissolution weakened Standard’s
bargaining power, the government’s antitrust action may have been calculated to “bolster
the profits of the politically well-connected railroad cartel.” If that were the case, however,
Standard’s profits would have fallen – rather than have been undisturbed – in the wake of
the Supreme Court’s order.
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SUCCESSFUL MONOPOLIZATION
THROUGH PREDATION: THE
NATIONAL CASH REGISTER COMPANY

Kenneth Brevoort and Howard P. Marvel

ABSTRACT

This paper presents evidence to suggest that despite obstacles that made
predatory pricing essentially impossible, the National Cash Register Co.
(N.C.R.) managed successfully to deploy an arsenal of non-price predatory
strategies that permitted it to consolidate and maintain a nearly complete
monopoly of the cash-register trade. N.C.R. took actions to raise the costs
and reduce the revenues of its rivals, actions that made sense only to the
extent that N.C.R. could recoup their costs through the maintenance of
monopoly rents. Our analysis suggests that antitrust prosecution was a
significant threat to N.C.R., and ultimately forced the company to agree to
abandon its most objectionable practices.

We propose hereafter to set aside, say, $5 on each register made, for knockout expense fund to
be devoted to maintain a monopoly.

The N.C.R.1

My first day as a salesman I had to read a booklet telling all Patterson Salesmen what they must
not do, because if they did any of this the boss would go to jail. One of the things I couldn’t
do as a salesman was blackjack the salesmen of competitors. Another was bribe freight agents
to hold up shipments, or drop sand in competitors’ machines to put them out of order, open
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offices next door to competitors and cut the prices to knock them out of business – these were
all things that his knockout squad had been doing which I was prohibited from doing.

Senator William Benton2

1. INTRODUCTION

This paper provides a description and analysis of that most elusive of business enti-
ties, a monopoly able to consolidate and defend its dominant position by means of
an effective predatory strategy. The National Cash Register Company3 grew from
a tiny start-up to one of the most prominent, successful, and influential business
firms in the United States. Along the way, N.C.R. built an industry from scratch,
selling a product that most customers did not believe that they needed. N.C.R.’s
irascible and eccentric founder, John Henry Patterson, developed a technology of
selling that was widely imitated throughout the American economy.4 But N.C.R.
believed that neither its novel sales strategy nor its extensive patent portfolio would
suffice to defend its position against a gaggle of upstart rivals. Accordingly, it
employed a set of practices that it openly acknowledged as designed to “knock out”
its competitors.5

N.C.R. was hampered in its attacks on rivals by the difficulty it faced in
employing predatory pricing, given that it manufactured a durable good and
therefore faced the difficulty of convincing customers that the machines they
purchased would not almost immediately depreciate due to price cutting. It turned
instead primarily to non-price predatory tactics. Several of its practices were quite
costly and provided no direct benefit to N.C.R. Their sole attraction was that they
served either to raise the costs or reduce the revenues of nascent rivals, thereby
“cutting off the air supply” of those rivals.6 N.C.R. shaped its predatory strategy
to cultivate its reputation for toughness in order to deter further prospective
competitors. Its actions cannot be interpreted as merely aggressive competition,
but instead meet the most stringent definition of predation, and were, indeed,
celebrated by N.C.R. itself as predatory both in intent and effect. Ultimately
N.C.R. left its path littered with failed competitors. It was the first firm to be
indicted under the Sherman Act for an offense other than price fixing. Concern
about its activities constituted an important motivation for passage of the Federal
Trade Commission Act designed to inhibit unfair competition.7

Despite its remarkable success in vanquishing its competitors,8 and the
attention it garnered from antitrust authorities,9 N.C.R. has not been the subject
of a detailed economic analysis. The problems the company faced in marketing
its products were quite different from many of the other trusts of its time. Indeed,
the N.C.R. experience has a contemporary flavor. In contrast to the homogeneous
commodities sold by other trusts, the cash register required extensive sales efforts
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merely to convince prospective purchasers that they had a need for the product.
Owing to the up-front promotion required, margins over production cost were
necessarily substantial. In addition, the cash register was a very durable product
that was typically purchased on an installment plan. Accordingly, N.C.R. faced a
Coase Conjecture problem (Gul, Sonnenschein & Wilson, 1986) that made preda-
tory pricing an unattractive strategy. The prospect of lower prices for registers
could have induced prospective purchasers to postpone purchases indefinitely, an
outcome that could be prevented if N.C.R. maintained a reputation for not cutting
their own register prices (Ausubel & Deneckere, 1989). In place of price predation,
N.C.R. attempted to, and almost universally succeeded in, driving its rivals from
the marketplace by an array of techniques designed to harm the rivals directly by
curtailing their streams of revenue.

In Section 2, we describe the essential features of the cash register and provide a
brief outline of the N.C.R. sales techniques and organization. Section 3 introduces
the N.C.R. Competition Department, a group of special salesmen who were com-
pensated in far different fashion than the N.C.R. sales force, and whose mission
was to destroy any competition that emerged. We detail the practices N.C.R.
engaged in, with particular emphasis on practices that can only be described as
predatory. In Section 4, we catalogue N.C.R.’s acquisitions of rivals, a short listing
in comparison to the number of rivals that N.C.R. faced, suggesting that N.C.R.
adhered to its stated policy: “We do not buy out, we knock out.”10 We explain
the unusually large amounts paid in two N.C.R. acquisitions that stand out in the
amount paid. In one instance, the owner of the acquired firm had inside information
on N.C.R.’s accounts, obviating N.C.R.’s threats. The other instance was N.C.R.’s
most expensive acquisition, the Lamson Cash Register Company. Lamson was the
driving force behind a United States Department of Justice Sherman Act indict-
ment of the company. The contrast between these acquisitions and the remainder
of N.C.R.’s purchases suggests strongly that N.C.R. effectively drove its rivals to
submission under terms favorable to N.C.R., and did so strategically, cultivating a
reputation for toughness. Section 5 brings the pre-World War I era to a close with a
discussion of a major effort to punish N.C.R. under both federal and state antitrust
law. Section 6 describes N.C.R.’s postwar behavior, behavior constrained by the
Consent Decree it agreed to in 1916. Finally, Section 7 offers concluding remarks.

2. THE CASH REGISTER AND N.C.R.:
A BRIEF HISTORY

The cash register is a machine designed to ameliorate the principal-agent problem
that arises in retail transactions. Prior to the development of the register, retail
clerks had occasion to access the cash till unannounced and with no tally of their
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activities recorded independently and automatically. The purchase of a cash register
changed fundamentally the nature of the retail transaction. With a register present,
when a customer tendered cash to a clerk, the clerk pressed keys on the register to
enter the amount. The pressing of the keys raised tablets with the amount entered,11

thereby enlisting the consumer in monitoring the transaction. Simultaneously,
the amount entered was added to a running tabulation that could later be checked
against the contents of the register’s cash drawer. The transaction was finalized
and change could be made by turning a crank to release the spring-loaded cash
drawer, at which time a loud bong was sounded on the register’s bell.12 The advent
of the cash register thus resulted in the addition of the phrase “ringing up sales”
to the lexicon.

James Ritty, a Dayton saloonkeeper, invented the modern cash register,
patenting his device in 1883. Ritty expected that shopkeepers, especially his
fellow saloonkeepers, would beat a path to his door for the device, but few did.13

One customer, however, was particularly impressed with the promise of “Ritty’s
Incorruptible Cashier,” as the Ritty invention was known. John Henry Patterson,
a struggling Dayton, Ohio coal dealer, purchased two registers, sight unseen, at
a price of $50 each, on the strength of an advertisement he had seen. His money-
losing business almost immediately turned a $5,000 profit. But while the register
improved Patterson’s bottom line, at least temporarily, the coal business ultimately
failed, and Patterson was forced to cast about for another venue for his business
talents. Impressed by his cash register experience, Patterson together with a brother
purchased a substantial share in the company organized to produce the device, the
National Manufacturing Company. In 1884, though much ridiculed by fellow busi-
nessmen and saddled almost immediately with buyer’s remorse, Patterson ended
up as the owner of the company, which he renamed National Cash Register.14

Patterson found himself in possession of a nearly derelict factory in the run-
down Slidertown section of Dayton, Ohio,15 together with a patent on the Ritty
mechanism for tabulating transactions while simultaneously displaying the
amount involved to consumers. The original Ritty and Birch patent, No. 271,363,
issued January 30, 1883,16 would soon be supplemented by a very large number
of related patents, and this collection would serve as the basis for claims by
Patterson that the industry rightfully was his and his alone.17

Perhaps a stronger claim for “ownership” of the market for cash registers could
be based upon the method for selling registers that Patterson developed. Selling
was crucial to the success of the register. Many prospective customers, trusting
their clerks to behave honestly, saw little need for the device. Patterson needed to
sow seeds of doubt in the minds of storeowners about the honesty of employees,
and to stir guilt over placing temptations in front of those same employees, some
or most of whom might be related to the storeowner.
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Presenting that message to storekeepers was not easy, for whenever possible,
clerks prevented N.C.R. salesmen from meeting with the storekeeper directly.18

Resistance to the cash register was occasionally organized, with clerks forming
“Protective Associations” to oppose register use (Crowther, 1926, p. 92). The
clerks in question were often tough bar keepers. Ritty had invented the cash
register for his own saloon, and as late as 1893, fully a fourth of all registers sold by
N.C.R. went to saloons.19 Once the register was in place, there was need to prevent
sabotage by offended clerks. N.C.R. hired Pinkerton agents from time to time,
maintained a private detective on its payroll, and provided a detective checkup
with every register sold (Conover, 1939, p. 155; Wertenbaker, 1953, p. 33).

The sales effort required to convince a prospective purchaser that he really
needed a cash register was thus very significant. The gauntlet of hostile clerks
needed to be run only to confront a “P. P.” (Probable Purchaser, in N.C.R.’s
optimistic terminology) who may have preferred to trust his employees. To
surmount these hurdles, Patterson devised a selling scheme widely lauded and
imitated throughout American industry. Patterson employed sales agents, to
whom he granted exclusive territories. These agents were paid on commission,
and were themselves expected to hire and pay salesmen, either on commission
or salary.20 Patterson insisted on professional dress and behavior by members of
his sales force, relied on routinized and memorized sales pitches,21 and instituted
sales quotas. The importance of the sales staff to N.C.R. is indicated by the high
ratio of sales personnel to production employees: In 1890 the ratio was 128–283;
by 1902 production workers had risen to 2819 while sales personnel had grown
to 976. By contrast, the American Arithmometer Company, established to sell
William S. Burroughs’s calculating machine to banks, deployed three salesmen
in the field in 1895, compared to an office and factory staff of 65. Five years later
American Arithmometer had grown to 200 office and factory employees and a
sales staff of 12.22

The net results of Patterson’s substantial investments in selling were rapid growth
in sales and high margins over production costs. “Patterson’s theory of business
was apparently the opposite of Henry Ford’s. Patterson’s cash register cost rela-
tively little to make, compared with its $75–$200 selling price, and as Patterson’s
output went up, the manufacturing cost decreased even further. Instead of cutting
the price to increase the demand, as Ford did, Patterson created demand through
salesmanship, and distributed the profits liberally to workmen, salesmen, execu-
tives and himself” (Wertenbaker, 1953, Part 3, October 3, p. 33).

The high margins that National Cash Registers afforded naturally attracted
competitors. Those competitors could easily undercut National’s prices and still
cover production costs, particularly if the competing register manufacturer was
able to free ride on the efforts of N.C.R. salesmen in convincing P. P.’s of their need
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for a register. The high margins also implied high opportunity costs associated
with across-the-board price cutting in response to entry. Accordingly, while
Patterson vowed to fight vigorously to defeat any rival that presented itself, the
desire to protect margins meant that price cutting needed to be avoided whenever
possible, and when used, it needed to be confined so as to avoid dissipating surplus
potentially available from committed P. P.’s. N.C.R. rarely cut prices on its own
registers, but was willing to disguise price cuts through favorable deals offered
purchasers of rival registers. It also created special registers, called knockers,
specifically designed to confront particular rivals.

These registers were priced at a level that can only be interpreted as below cost.
But the limitations that N.C.R. faced in pricing its main line registers placed a
premium on tactics that did not require price cutting. This pressure, coupled with
Patterson’s belief that National Cash Register deserved its cash register monopoly,
resulted in the development of an array of strategies designed to destroy any firm
with the temerity to present itself as a competitor.

3. THE COMPETITION DEPARTMENT

N.C.R. made no secret of its desire to drive all rivals from a market that it viewed
as rightfully its own. It claimed the market by virtue of its efforts and its patents,
and promised to spend whatever was necessary to crush any opposition that
emerged. N.C.R. promised to cross-subsidize any “fights” with rivals by diverting
profits from other markets in which it stood unchallenged. Figure 1 reproduces
an exhibit in the government’s antitrust proceeding against the company.23 Such
lessons were repeated for the benefit of rivals.24 William McGraw, owner of a
series of cash register companies based in Detroit, describes his conversation with
Patterson:

[H]e picked up a large water bottle; sat it down; and said that that represented the National
Cash Register Company. He then reached around and found a little salt cellar, which was the
smallest object on the table, and set it down by the side of the water bottle. He said “Now, that
represents the National Cash Register Company; that salt cellar represents you, and we will
wipe you off the face of the earth,” to use his exact language.25

But in the Patterson formulation, dispatching competitors rapidly had a human-
itarian aspect. While most observers appear to have recalled a famous Patterson
aphorism as “The best way to kill a dog is to cut off its head,”26 Hugh Chalmers
reports a more elaborate version of this Patterson analysis: “If you are going to
kill a dog, it would be much kinder to hit him on the head instead of beginning
with his tail and cutting off an inch or two at a time.”27
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Fig. 1. N.C.R.’s View of Cross-Subsidization.

Of course, this humanitarian benefit was part of Patterson’s announced
willingness to spend whatever was necessary in order to remove competitors.
He was unwilling publicly to contemplate an alternative outcome in which
small competitors might be tolerated (as had happened with the American Sugar
Refining Company), and therefore, to Patterson, the only question was the amount
that the competitor chose to lose prior to its ultimate demise.

But how were these resources to be marshalled, and how was the competition to
be destroyed? Were the methods simply hard competition? To answer these ques-
tions, it is important to understand how Patterson intended to bring the resources
of N.C.R. to bear on its rivals. The principal mechanism for doing so was the
Competition Department, a parallel organization to the Sales Department that was
staffed with experienced N.C.R. salesmen. But while the experienced sales agents
and salesmen of the N.C.R. Sales Department were compensated entirely through
commissions on register sales, the employees of the Competition Department
were paid by salary. Members of this force, known variously as competition,
opposition, special, and knockout men, were to be deployed into territories facing
competitive threats with the goal of suppressing those threats. Commissions
generated by their activities were assigned to the resident sales agent.
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The first mention of a special effort to destroy competition comes from the May
22, 1890 issue of The N.C.R.: “We propose hereafter to set aside, say, $5 on each
register made, for knockout expense fund to be devoted to maintain a monopoly. It
will amount to about $200 per day.”28 Soon after, Patterson wrote that “Prices of
the registers must be kept up by knocking competitors down. Hereafter my whole
time will be devoted to this business exclusively.”29 The Competition Department
was established in November 1891 (Friedman, 1998a, p. 578). The N.C.R.called
this “by far the most important department connected with this outfit.”30

When a rival became active in a particular area, competition men were dis-
patched to deal with the threat.31 The competition men were trained in techniques
of “beating” rival machines by inserting objects into the register surreptitiously,
causing incorrect tabulation.32 But such tactics were not unique to the N.C.R.
competition men; rivals employed similar methods.33

On some occasions, N.C.R. would go further, hiring rival salesmen for
purposes of industrial espionage or attempting to impair the reputations of other
manufacturers by sabotaging machines that were shipped to the rivals’ customers.
While N.C.R.’s efforts to acquire information about the customers of rivals were
clearly directed from the top of the N.C.R. management pyramid, it is unclear
whether instances of sabotage were corporate policy, or simply the consequence
of excessive zeal on the part of individual N.C.R. employees.34

When competition men were assigned to a territory, they were tasked to remove
all rival registers from the region, and were evaluated on their ability to do so.
Each register displaced was to be recorded on a “Knock-Out Credit Card,”35

together with the amounts involved in the transactions. Cards were to be filed
“for every opposition register knocked out, whether a National replaces it or
not.”36 In a typical case involving displacement of a Hallwood (one of N.C.R.’s
bitterest rivals).

It appeared that a few days after the purchase, up to which time the machine had worked
satisfactorily and accurately, an agent for the National Cash-Register Company, a competitor of
the plaintiff, called upon the defendant, and after telling him that the machine could be beaten,
showing him how to do it, and advising him to rescind the contract, sold him a National cash
register, and defendant took the usual steps to rescind the contract for the Hallwood machine.37

A former N.C.R. executive testified that this was standard company policy, and
that N.C.R. defended suits by rivals against customers who refused to honor pur-
chase contracts.38 The goal of the Competition Department was thus to displace
machines of rivals, rather than to sell National registers. N.C.R. obviously preferred
to replace rivals registers with its own, but it was typically unwilling to discount its
prices in order to do so. A competition man could (and sometimes did) offer to take
a rival register in trade, and in such cases, the purchase price of the rival machine
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could be granted as a credit. It was apparently more common to tell the purchaser to
stop paying on the rival, in which case the amount already paid was allowed toward
the price of an N.C.R. machine. Nevertheless, an undated National Cash Register
mailer (Crandall & Robins, 1988, p. 36), likely to date from the early 1900s, pre-
sented a photograph of a “Store-Room at Our Dayton Factory” containing 2185
Hallwood Registers, with a claim that “[a]bout 500 more are in our agents’ hands.”
Given that by 1900, N.C.R. sold slightly more than 40,000 registers per year and
possessed a market share approaching 90%, and that Hallwood fought with several
other competitors for the remainder of the market, it is likely that N.C.R. had on
hand more than the annual Hallwood output. Clearly the Competition Department
had been very successful in displacing Hallwood registers.

N.C.R.’s Hallwood mailer also contains an offer of any Hallwood register at “40
Cents on the Dollar.”39 These Hallwoods were an example of “knocker” machines
offered by N.C.R. competition men to displace machines when consumers
expressed a strong preference for a rival’s machine. Knocker machines could be
low-price N.C.R. models that were not normally offered to customers, but were
available to those who had recently purchased a machine from a rival. Sometimes
they were machines that N.C.R. had taken in trade from customers, often in
mint condition. Knockers were perhaps most commonly machines designed
and manufactured specifically by N.C.R. to mimic rival machines as closely as
possible. A story in the March 15, 1892 issue of The N.C.R.discussing knockers,
noted that “The American sometimes has a small railing on top. We will put this on
our knocker, if you so order.”40 When N.C.R. targeted a rival, it typically produced
a knocker, which it then displayed to intimidate its intended victim. In one case,
the knocker was shown to the rival before the rival’s own machine was introduced
to the marketplace in quantity.41 It is perhaps surprising that N.C.R. was willing to
sell genuine rival registers at prices below those charged by rival suppliers, but it is
clear that the practice was common. Of course, this system required that the resale
market in rival registers be nonexistent, or nearly so, a requirement helping to ex-
plain why N.C.R. was anxious to destroy the second-hand market, a topic to which
we return below.

It is clear that both N.C.R.’s rivals and N.C.R. itself viewed the knockers as
predatory. They were clearly to be offered at prices beneath those of the rival in
question. One rival recalled a conversation with N.C.R.’s head as follows:

Mr. Patterson told me that he was going to put out a machine in competition with mine that
would sell for $35. I asked him this question. “Are you going to brand that machine National
Cash Register Company?” He said he intended to. I said, “Do you mean you are putting that
machine out to sell?” He said, “yes.” I said I would take all those machines that he could
manufacturer and send him a certified check for the amount, if they were branded National
Cash Register Company (Crandall & Robins, 1988, p. 60).
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Perhaps more telling evidence, however, came from N.C.R.’s instructions to its
own salesmen:

In knocking out an opposition register by the use of a “knocker,” it is desirable to accomplish
one of three results. The first and best thing to do, of course, is to knock it out before it gets into
use. The next is to disgust the purchaser in order that he will send it back to the manufacturer
and buy one of our regular registers, or to so disgust him with the opposition register, that he
will send it back to the maker and not buy anything. As a last resort, knock out his opposition
register, and sell him a knocker. This last is the least desirable victory to be achieved, but we
would rather have you do that than not to knock out the opposition register at all.

J. H. Crane42

In other words, the amount that could be made from selling a knocker was insuf-
ficient to cover its cost of manufacturer (with some allowance made for the possi-
bility of selling the customer a profitable regular N.C.R. machine in the future).

We see, then, that N.C.R. had discovered a way to avoid cutting its regular
prices, and so ensured customers that their machines would hold value. Moreover,
N.C.R. could also protect its margins for those customers approached by the
commission-compensated members of its Sales Department. The “wars” that the
Competition Department fought were clearly costly,43 since the machines they
sold apparently were unprofitable and the salaries of the Competition men were
paid independently of any registers sold.44 The subsidization of the costs of the
Competition Department was justified clearly because N.C.R. expected to recoup
them through the protection and improvement of its monopoly position. Given
that N.C.R. did, in fact, improve its monopoly position over time, this expectation
of recouping costs was amply justified.

The process of knocking the opposition was thus clear. Active opposition would
be reported by the sales agent in a region, competition men would be dispatched,
efforts would be made to discover the customers of the rival, and those customers
would be visited in an attempt to “disgust” them with the products of the rival,
all to the end of inducing the buyer to renege on its contract with the rival. These
tactics could leave the prospect of a National register sale to a potentially satisfied
customer. But if persuasion did not work, other, stronger actions were available.
The purchaser could be threatened with a lawsuit for the use of a machine that
allegedly infringed on N.C.R.’s patents. Those patents included accessories for
machines of rivalsthat National developed in order to prevent such features being
added to the rival devices (Crandall & Robins, 1988, p. 37).

When N.C.R. threatened to sue purchasers of Sun Cash Registers, Sun felt
forced to assure its potential customers that “There is not the shadow of a chance
that any suit will ever be brought by any responsible person against the manu-
facturers, buyers, sellers, or users of ‘Sun’ Registers. This was tried once – about
three years ago – and the Acting U.S. Judge, Southern District of Ohio, literally
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kicked the case out of court” (from 1896 Sun catalog, reprinted by Crandall &
Robins, 1988, p. 36). Sun had reason to reassure its customers. At least three
courts had occasion to enjoin N.C.R. from bringing “numerous suits . . . against the
customers of [N.C.R. rivals]” because the suits were “vexatious and oppressive.”45

By these tactics, as opposed to simply cutting the prices of its regular machines,
N.C.R. waged war on its rivals, and did so by deploying its primary strength –
aggressive and carefully trained salesmen – against the corresponding weak point
of the competition:

The first man we want to make suffer in this knock-out fight is the agent selling the register. We
propose to cut the price on knockers so low that the manufacturers can’t afford to pay a living
commission. As soon as the opposition agent ceases to make money, he is going to quit.

J. H. Crane46

We can conclude that the significant expenditures on the Competition Department
were designed not to enhance the attraction of N.C.R.’s products to consumers, but
to harm rivals directly, denying them revenue sufficient to permit them to persevere.
N.C.R. certainly felt the effort worthwhile and important. Its market dominance
may not have stemmed entirely, or even predominantly from such tactics, but few
firms of its time managed to acquire as strong a grip on their markets as N.C.R. did.
It is difficult to resist the conclusion that N.C.R. successfully practiced predation.

4. ACQUISITIONS

In this section, we focus on N.C.R.’s acquisitions of rivals. We do so not because
we believe that these acquisitions were more important than the entry that N.C.R.’s
conduct may have deterred, but because deterred entrants are never observed.
We show below that N.C.R. used a pattern of intimidation and its consequent
reputation as an implacable foe to destroy rivals, acquiring them for very modest
amounts. We believe that this same reputation should have been effective against
entry threats, and indeed, the cash register market, beset by entrants during its
early years, saw very few between 1900 and 1920. New entrants emerged again
only after World War I, when N.C.R. was limited in its actions against rivals by
a consent decree it had agreed to in 1916. Prior to that time the company had
trumpeted its determination to destroy all rivals, and not to acquire them. It tried to
hide the few acquisitions it did make. Its policy is most readily interpreted as one
of reputation building designed to decrease its considerable costs of maintaining
its position of nearly complete monopoly.

N.C.R.’s stated policy regarding acquisitions was simple: “We do not buy out;
we knock out.”47 Nevertheless, N.C.R. did acquire the assets of a number of its
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Table 1. Cash Register Manufacturers Acquired by National Cash Register.

Date of Acquisition Company Acquired Purchase Price

February 4, 1893 The Kruse Cash Register Co. $23,500
March 2, 1893 The Lamson Cash Register Co. $325,000
August 15, 1900 The Boston Cash Indicator and Recorder Co. $30,000
September 26, 1900 The Osborn Cash Register Co. $90,000
June 5, 1902 The Toledo Cash Register Co. $75,000
June 5, 1902 Henry Theobald $40,000
November 17, 1902 Luke Cooney, Manager $10,000
October 12, 1903 The Ideal Cash Register Co. $12,000
1904 or 1905 The Metropolitan Cash Register Co. $8,000
April 28, 1904 The Sun Cash Register Co. $4,855
October 31, 1904 Cash register companies operated by McGraw $25,000

Detroit Cash Register Co.
Globe Cash Register Co.
Century Cash Register Co.

October 2, 1905 The Chicago Cash Register Co. (same as the
Navy Cash Register Co.)

$8,000

December 28, 1905 The Weiler Cash Register Co. $9,000
November 1, 1906 The Union Cash Register Co. $80,000

rivals. These acquisitions are catalogued in Table 1.48 It is useful to note that the
number of acquisitions in Table 1 is small relative to the number of rivals that
N.C.R. faced and ultimately vanquished. By 1905 the company could boast:

Two hundred . . . concerns have started in the cash register business. All but two have gone out
of business. They have wasted amounts ranging from $5,000 to $500,000 cash each, in all, more
than five million dollars.49

Some of these manufacturers were small firms that never seriously challenged
N.C.R. One such was the Heitz Cash Register Co., a small operation with a capital
stock of only $10,000. Heitz offered its “Cuckoo” cash register, with a cuckoo
taking the place of the bell. The company was unable to survive the inevitable
patent infringement suit brought by N.C.R.

Not all of N.C.R.’s competitors were as easily deterred as Heitz, however.
The Ideal Register Co. provides an example of a much more serious rival. Like
many of N.C.R.’s competitors, Ideal chose to take advantage of an existing sales
organization, as well as offering its machines directly to storekeepers. “Premium”
registers were offered by product wholesalers, ordinarily in combination with the
product they sold to retailers. Ideal’s premium register was directed to the drug
trade, offered together with a leading line of medicines. The new company claimed
that it was capitalized at one million dollars, a claim that N.C.R. trumpeted
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when the company exited the business. Soon after Ideal registers appeared on the
market, offered at a “discount of 50% with orders for $50 worth of medicines”
(Marcosson, 1945, p. 100), the company was sued for patent infringement by
National. Ideal’s machines included not only premium machines, but also a
bronze-cased register which sold for in excess of $100, substantially more than
the typical premium register price range of $15–$45 (Crandall & Robins, 1988,
at p. 34). As Ideal’s machines began to see success in the marketplace, Patterson
determined to acquire the company, authorizing a price of up to $125,000.

N.C.R. augmented its usual array of patent suits against Ideal when Patterson
filed a $350,000 “damage suit” against Ideal’s head. Chalmers reported that the
Competition Department had been “active against them in the field, trying to
replace the machines. We became more active after we had decided to purchase
their plant” (Transcript, p. 471). National produced a knocker machine that it sold
for $85, less than the $125 that Ideal charged for essentially the same machine.
While claiming to be convinced that its registers did not infringe on N.C.R.
patents, Ideal succumbed to pressure from the Competition Department and
ultimately sold out to N.C.R. for $12,000 and dismissal of all remaining litigation.

The acquisition cost that National was willing to pay often included a fee for
technology acquired. The Kruse Company acquisition included patents, one of
which was the basis for a later suit brought by N.C.R. against the successor to
Hallwood (National Cash Register Co. v. American Cash Register Co., 178 F. 79
(1910)). The substantial price paid for the Union Cash Register Co. reflected both
the advanced technology of that company and its ongoing success, both in the
marketplace and in court. Earlier in the year, it had prevailed in an infringement
suit brought by N.C.R. (National Cash Register Co. v. Union Computing Mach.
Co., 143 F. 342 (February 19, 1906)). Union had superior technology, so much so
that its chief inventor, Frederick Fuller, was hired by N.C.R. and placed in charge
of N.C.R.’s Invention Department following Union’s acquisition.50 But despite
its technical superiority, Union agreed to be acquired after being shown a knocker
that National intended to bring out to compete with the Union:

We showed him our machine that we were going to bring out, and we told him we were going
to sell it for $25 less than his machine, which was $100 and $125 his, and he said, “We will
make our machine $100.” Then we said, “We will make ours $75.” Then he said, “You would
lose money on the proposition.” We said we got our money from all over the world and we
could afford to sell for less and they would be losing money on everyone they sold (Transcript
at 469).

These threats were sufficient to induce Union to sell, but it chose instead to sell to a
rival, the “Universal Cash Register Company,” operated by one Edgar Park. Park,
however, was in Patterson’s employ. He continued to operate the company under
the Union name for roughly a year, though in a fashion that proved unsatisfactory
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to Union’s customers. It is unclear whether N.C.R. wished to destroy Union’s
reputation permanently or to harm Union’s dealers.51

While it is apparent that N.C.R. focused the attention of its Competition De-
partment on upstart rivals in part to reduce the acquisition prices of those rivals, it
is equally clear that its attempts to foster a reputation were directed at forestalling
the entry of rivals in the first place. N.C.R. demonstrated that it would not accom-
modate any rival who did emerge, and took pains to hide the acquisitions that it
did make for fear of reducing the expected costs of failed entry. N.C.R. continued
to target American Cash Register even when it was essentially the only remaining
competitor standing, so that the effects of its actions could not have reduced the
acquisition costs of no-longer-extant rivals.52

The use of bogus concerns to make acquisitions appears to have been designed
more to preserve National’s reputation for toughness than to confuse the targets
themselves. Both McGraw and Union, each of which was nominally acquired by
Park, were targets of the “glooming” process that N.C.R. brought to bear on rivals
in order either to discourage those rivals from continuing in business or to induce
them to sell out at favorable terms. Glooming consisted of inviting the rival to
Dayton, showing him through the “Inventions” room, commonly known as the
“Gloom Room.”53 This room was stocked with both National Cash Registers and
a supply of registers of National’s defunct competitors labeled with the date of
demise of the rival and the amount of money it had lost in its challenge to N.C.R.

It was there for two purposes; one was to show every visitor coming to the National Cash
Register Company how strong we were, and how many people had gone out of the business,
and the next object was to show the competitor how many people had gone in and out and
how much money they had lost, and we tried to make him think the same thing (Stevens, 1917,
p. 185, quoting former N.C.R. sales manager Lee Counselman).

The competitor would then be shown the knocker machine or machines with which
he would be confronted together with the inevitable infringement claims. Lunch
would follow, an opportunity for Patterson to assert his willingness to spend any
amount to destroy the competitor.

Despite its carefully cultivated reputation for being unwilling to buy out rivals
at attractive terms, N.C.R. would behave strategically in its acquisitions if it was
challenged by a particularly threatening competitor. A battle to the death was not
in N.C.R.’s interest, nor in the interest of its rival, as Patterson’s “humanitarian”
concern suggested. It was thus in N.C.R.’s interest to acquire rivals on favorable
terms rather than continuing to do battle with those rivals, provided it could do
so without sacrificing the credibility of its threats. One acquisition in particular
establishes that N.C.R. was prepared to pay, rather than fight, if the rival it faced
could not be convinced of its intention to fight to the end.
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Henry Theobald had been the general manager of N.C.R. and had handled
the company’s financial dealings. Indeed, it is apparent that he was far more
conversant with the financial strength of N.C.R. than was Patterson himself,
who took little interest in financial matters.54 Patterson, however, believed in
dismissing any underling who threatened to become indispensable: “When we
get to the point where all depends on one man, let’s fire him” (Crowther, 1926,
p. 78). Theobald was among the first to go.

In 1901, subsequent to being fired by Patterson, Theobald founded the Toledo
Computing Scale and Cash Register Company. Theobald clearly intended to man-
ufacture scales, having “seen opportunities for development in a scale invented
by Allen DeVilbiss, Jr. that for the first time combined the accuracy of the age-old
gravity principle of weighting with the speed of an automatic indication of the
weight and computed value.”55 Initially, Theobald had also planned to produce
cash registers, but this portion of the business was sold to N.C.R. Following the
sale, Theobald would change the name of his company to the Toledo Computing
Scale Company and achieve enormous success in that business.

Hugh Chalmers testified that at the time of the sale, Theobald’s company
was “starting to manufacture cash registers and had gotten their tools made and
were ready to put their machines on the market” (Transcript, p. 476). Following
the purchase, N.C.R. did not manufacture the Toledo machine, and it is unclear
whether the tools in question were provided to N.C.R. or whether they were
converted to the manufacture of scales. As such, the supposed merger is probably
better interpreted as a covenant not to compete.

Chalmers reported that the cost to N.C.R. of the acquisition was $115,000,
which is consistent with the sum of the payments to Theobald and Toledo Scale
reported in Table 1. The purchase of Theobald’s cash register operation thus
constituted the second most expensive acquisition made by N.C.R. This high
price is particularly interesting, given that, unlike the ongoing operations such as
Osborn, Ideal, and Union, Toledo was not even on the market.

Why, then, did N.C.R. agree to such a high price for a rival that was not even
in operation? Theobald, given his background as general manager of N.C.R., was
familiar with the costs to N.C.R. of engaging in predatory activity. With accurate
knowledge of N.C.R.’s willingness to purchase rivals in the past, he could discount
the public reputation that N.C.R. had worked so hard to accumulate. N.C.R.’s
threats of infringement suits and knocker registers (N.C.R. had prepared a copy of
the Toledo Cash Register for sale before the Toledo machine was on the market)
had little impact. Chalmers reported that “Theobald said it didn’t bother him very
much, he had been all through that before” (Transcript, p. 476). Faced with a
serious competitor who could not be convinced of N.C.R.’s unwillingness to buy
out rivals, N.C.R. chose to pay a handsome price.
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While the amount paid to Theobald and his company was large relative to the
costs of most of the remaining N.C.R. acquisitions, it is only about one-third of
the amount of the most expensive acquisition made by N.C.R. during its early
history. The record expenditure was the $325,000 paid for the Lamson Cash
Register Company, a.k.a. The Lamson Store Service Company. The Lamson
Company was one of a number of competitors that arose around 1890. The other
leading competitors included the Kruse Cash Register Company, the Boston Cash
Indicator and Recorder Company, and the Union Cash Register Company, all
eventually acquired by National at prices far below that paid for Lamson. The
other companies had well-designed machines, some of which may have been
superior to National’s offerings. All were the target of National infringement
suits. What was it that made Lamson different?56

A notice printed in the October 4, 1890, issue of The N.C.R.declared war on
Lamson:

TO THE AGENTS. We have opened a fight against the Lamson Co. Keep us posted on all matters
regarding Lamson’s agents and their movements. We are getting out some special advertising
matter for this war. If you need any of it in your territory, let us know and we will send you
some. The most valuable weapon for this fight at present are testimonials from parties who
have used the Lamson machine, replacing them with Nationals, setting forth the superiority of
the National over the Lamson. If you know of any parties who have made such exchanges go
at once and get good, strong testimonials from them. Mail them to us. This is to be a hard fight,
and if I have your hearty cooperation I feel sure it will be a short fight.

Jos. H. Crane.

The “fight” in question appears to have included the weapons standard in the
National arsenal, competition men, knocker machines, and infringement suits.
But Lamson, in return, deployed a weapon of its own. In the thirty-two months
of the Benjamin Harrison administration remaining following the passage of the
Sherman Act, very little antitrust enforcement occurred. Only seven cases were
filed, one of which was directed at a labor union.57 These cases appear to have been
pursued on the initiative of individual district attorneys.58 One apparently vigorous
prosecutor, Frank D. Allen of Boston, brought suits against both the Distilling and
Cattle Feeding Co. (the Whisky Trust) and the National Cash Register Company.59

In fact, the indictment of N.C.R. stemmed from Lamson: “This case was brought
largely at the instigation of the Lamson Store Service Co., and I am informed that
the Attorney of the Lamson Store Service Co. drew the indictments and the briefs
which were used in support thereof.”60

The subsequent history of the case is as follows:

On February 28, 1893 the Circuit Court first declared that it did not think that any constitutional
questions were involved in the case. It quashed a major part of the indictment. However the
counts containing “allegations of an intent to engross, monopolize, and grasp (the market),
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and of means clearly unlawful and adapted to accomplish this intent,” were allowed to stand.
The defendants were given leave to file special demurrers to the counts sustained. Petition of
the defendants for rehearing on the general demurrer was granted on June 1, 1893. Prior to the
rehearing the defendants, apparently disturbed by even the limited success thus far achieved
by the government, reached a settlement with those competitors at whose instigation the case
had been brought. These erstwhile competitors were undoubtedly taken into the fold of the
combination on advantageous terms. On November 10, 1894 Attorney General Olney found
it appropriate to drop the case against what was now presumably a more overwhelming and,
from the point of view of the Sherman Act more obnoxious, combination than that originally
attacked (Thorelli, 1955, p. 440, footnotes omitted).

Compare the timing of the rulings by the court and the acquisitions of Kruse
and Lamson. Kruse was acquired before portions of the indictment were allowed
to stand, while Lamson was acquired only after. The price of Lamson was very
substantially higher, and was paid once the threat to National became real. The
acquisition of Lamson had the intended effect, for District Attorney Hoar, writing to
the Attorney General on October 13, 1893, “advised against further proceedings
against the cash register combination after the absorption of the Lamson Store
Service Company” (Thorelli, 1955, p. 389, Note 101). While Thorelli was correct
in noting that the case was nolle prosse’din November 1894, Attorney General
Olney had decided by October 16, 1893, to allow the prosecution to lapse “because
of the consolidation of the complaining witness with the defendants, said witness
being in possession of the evidence relied on.”61

It seems reasonable, therefore, to accept the hypothesis that National’s price for
Lamson, roughly three times higher in nominal terms than the cost of any other
National acquisition, was designed to terminate a potentially very costly criminal
antitrust proceeding. The size of the premium paid over both later acquisitions and
over the Kruse price suggests that the threat posed was quite credible.

The very size of the premium, together with its apparent uniqueness, raises
the question of why more companies did not exercise a similar threat. Why
were such rents apparently unavailable to other firms deploying the prospect
of an antitrust inquiry? The Lamson example suggests that, at least early in the
history of Sherman Act enforcement, legal representation characterized by both
extraordinary ability and superb political connections was required.

The first opinion issued in United States v. Patterson includes the briefs offered
by the government, by N.C.R., as well as a third brief captioned “Elihu Root and
John Lindsay, (also in support of the indictment,) in the interest of certain private
individuals.”62 Root appears to have been the author of the government’s brief as
well, though this link must be made by inference from Hoar’s letter identifying the
source of that brief.63 Root was certainly among the most able and well connected
attorneys of his time. The head of Whitney-Ryan syndicate (the company that
controlled the New York street railways) remarked that “I have had many lawyers
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who have told me what I cannot do; Mr. Root is the only lawyer who tells me
how to do what I want to do.”64 Root had served at the behest of President Arthur
as District Attorney for the Southern District of New York and was a member of
a private club whose total membership of ten also included Arthur. By 1890, he
was regarded as one of the nation’s most eminent corporate lawyers as well as
a leading figure in New York Republican Party circles. He was involved in both
of the antitrust cases brought by Allen in Boston, representing the defendants in
the Whiskey Trust case (Thorelli, 1955, p. 403). He was simultaneously engaged
in reorganizing the Sugar Trust, and soon after guided the reorganization of the
Lead Trust (Jessup, 1938, pp. 184–185). His political influence can be gauged
by his appointment by President McKinley as Secretary of War at the conclusion
of the Spanish American War. He later served as Secretary of State and Senator
from New York. He won the 1912 Nobel Peace Prize.65

Root may have been equalled by contemporaries in his knowledge of business
law and in his familiarity with the emerging jurisprudence of the Sherman Act,
and others may have had similar political connections, but it seems likely that the
combination of the two qualifications was rare. Thorelli argues that “the consider-
ations typically governing the initiation of an antitrust action were either the easy
accessibility of evidence, political expediency in a broad sense or a combination
of these factors.”66 One final indicator of the importance of the role played by
Root in the Cash Register case is provided by the opinion rendered on whether to
permit the indictments that had not been quashed to go forward. The listing of the
attorneys in this case includes the following: “Elihu Root and F. D. Allen, for the
United States” (United States v. Patterson et al., 59 Fed. 280 (1893)).

The acquisition of Lamson, and, to a lesser extent, Kruse, apparently ended the
antitrust prosecution against N.C.R., but left two competitors standing, namely
Union and Boston Cash Indicator and Recorder. One might ask why these remain-
ing firms did not simply hire Root to continue the case in their interest. A suggestion
of an answer comes from a listing of Root’s clients between 1890 and 1898. The
list includes the National Cash Register Company (Jessup, 1938, p. 184).

In sum, the very large payment by National Cash Register for the Lamson
Store Service Company suggests that a firm that could both credibly threaten an
antitrust prosecution and terminate that prosecution upon being gathered into the
monopoly fold could expect to share in the monopoly profits of the incumbent
monopolist. The Lamson approach would be repeated, but not before nearly two
decades had elapsed. The next time the Department of Justice moved against
N.C.R., jail sentences would be imposed, though none were served.

The preceding discussion of acquisitions deals only with transactions with
rival manufacturers. N.C.R. also moved vigorously to destroy or acquire dealers,
whether for new or second-hand registers, and employed many of the same tactics
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Table 2. Second-Hand Register Stores Acquired by National Cash Register.

Date of Acquisition Company Acquired Purchase Price

1903 or 1904 The Brainin Cash Register Exchangea $30,000
June 29, 1905 Isaac Freemanb $15,000
June 15, 1905 The Foss Novelty Co.c $8,000
January 31, 1906 The Southern Cash Register Co.d $12,364
March 29, 1906 A. J. Thomas Register Exchange $17,122

a Brainin had been in business in New York for about ten years, dealing principally in used N.C.R.
registers. Watson bought the company “under the name of The Watson Cash Register Company,”
paying with N.C.R. money funneled through “an outside party at Rochester, N. Y., whom Mr. Watson
told us to pay to” (testimony of Hugh Chalmers, Transcript, p. 487).
bSecond-hand register store, San Francisco, Crandall and Robins (1988, p. 46).
cSecond-hand register store, Cleveland, Crandall and Robins (1988, p. 46). Foss Novelty is also referred
to in the Jamesopinion (p. 119): “There was also evidence that the respondent carried upon its pay roll
one Ellingwood, who was acting as bookkeeper for the Foss Novelty Company, a competing company,
and that this employee furnished inside information to the respondent with reference to the business
of said rival company.”
d Southern, in Atlanta, Georgia, sold Hallwood registers. It brought suit against N.C.R. when its Hall-
wood sales were successfully knocked by N.C.R. The Southern acquisition was agreed to one day
before the published date of an interim Southern victory in the litigation. Southern Cash Register Co.
v. National Cash Register Co., 143 F. 659 (February 1, 1906).

(Rodgers, 1969). N.C.R.’s contracts with these firms “evidence[d] a purpose to
acquire complete control of the business in second hand registers of its make . . .”67

N.C.R. deployed bogus companies, often establishing register dealers on either
side of a competing store, in a well-funded and successful campaign to own the
market run by Thomas J. Watson, later to head IBM.

Table 2 lists these acquisitions. As its campaign progressed N.C.R. appears
to have made diminishing efforts to hide its ownership of bogus stores from
the targets of its acquisition campaign, suggesting that the hidden identity was
intended instead to convince potential entrants that entry would be unwise. The
apparent success of this campaign is particularly striking given the apparent easy
of entry into the used register market. N.C.R. clearly had a very large stock of
otherwise worthless registers of rival companies that it was willing to sell at
below the price charged by its rivals, but this policy was nonetheless expensive
as many of the customers who purchased such registers might otherwise have
been candidates for new N.C.R. machines. Unfortunately, it is not possible to
determine whether Watson’s operation was profitable, though clearly Patterson
was well pleased with the results obtained.

The pattern of N.C.R.’s acquisitions makes clear that it valued and cultivated
its reputation for toughness. That reputation obviously paid dividends, for after
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the turn of the century, few competitors dared to challenge N.C.R., and those who
did typically either collapsed or sold out to N.C.R. at modest prices indeed. The
prices that N.C.R. paid for dealers exceed the costs of several of its manufacturer
acquisitions. N.C.R. appears to have succeeded in intimidating prospective rivals.

5. ANTITRUST REDUX

Lamson’s successful deployment of the Sherman Act as a weapon against Patterson
and N.C.R. presaged an even more serious antitrust challenge, a challenge made
more threatening because the individuals behind it, former N.C.R. employees, were
determined not simply to extract a large payment from N.C.R., but rather to gain
revenge against John H. Patterson. We discuss it here to demonstrate the power of
antitrust law to cause firms to be much more circumspect in their activities, in the
process limiting their ability to advertise their toughness.

The challenge to N.C.R. that emerged in 1909 had its origins in the early 1890s,
when Henry S. Hallwood, a manufacturer of street paving blocks in Columbus,
Ohio, purchased a set of register patents and began to market cash registers under
his own name. Hallwood apparently organized the company for the purpose
of selling out to N.C.R., but that company instead chose to meet him with
infringement suits against the Hallwood Cash Register Company and the New
Columbus Watch Company, manufacturer of Hallwood’s registers (Marcosson,
1945, p. 100ff). Though perhaps the most stubborn and threatening competitor
facing N.C.R., Hallwood eventually succumbed to N.C.R.’s competitive pressure,
going into receivership. National then attempted to buy Hallwood’s assets, though
surreptitiously (Transcript, p. 635). The effort failed, however, and Hallwood re-
emerged first as International, then American Cash Register, though the Hallwood
name continued in common use for the registers of the successor companies.

N.C.R. reacted to the Hallwood renaissance with its customary declaration
of war, accompanied by deployment of the usual arsenal of weapons. Knocker
machines, Hallwood clones of National’s own manufacture, were ordered up.
Until these were available, genuine Hallwoods owned by National were shipped
to the most threatened markets, those in the Detroit district. A letter from Thomas
J. Watson authorized that the Hallwoods be offered at “thirty cents on the dollar”
(James, p. 101). American’s local representative was driven out and promptly
hired by N.C.R.

In January of 1909, the situation changed dramatically. Henry James, the local
commander of National’s Detroit war, defected to American. That company
had been acquired by Hugh Chalmers, formerly general manager of N.C.R., but
fired, like so many others before him, by Patterson.68 James was induced to join
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Chalmers and Carl Heyne, a former head of N.C.R.’s Competition Department.
These three almost immediately began gathering affidavits regarding N.C.R.’s
actions in the American war. On July 14, 1909, this activity bore fruit when the
state of Michigan filed an antitrust action with the stated goal of ousting N.C.R.69

The threat of antitrust action instigated by James and Chalmers70 probably
came to the attention of N.C.R. almost immediately, and resulted in a letter issued
to N.C.R. salesmen instructing them “that in no case will we permit any of our
agents to misrepresent cash registers manufactured by other companies, neither
will we permit any agent or person in our employ to induce any purchaser of a cash
register made by any other company to break his contract and return the register
to the manufacturer.”71 The Michigan Supreme Court was unimpressed: “Without
intending to intimate that this letter was not written in good faith, it is significant that
at that late day it became necessary to write such a letter at all . . .. There was much
evidence of subsequent conduct of salesmen along the old lines of objectionable
practice, but not to the same degree, as at an earlier date” (James, p. 126).

The caution of the letter would prove crucial, however, in the course of a
Department of Justice criminal prosecution of Patterson and 29 other N.C.R.
executives. The indictments in this case were issued slightly more than three years
after the cautionary letter was mailed by N.C.R. On February 13, 1913, a jury
convicted Patterson and 28 of the 29 executives (excepting the shadowy Park,
who had left the company’s employ). Patterson was sentenced to one year in jail
and a $5,000 fine. Other executives received lesser sentences, but many, including
Thomas J. Watson, were sentenced to three months in jail.

5.1. The Appeal

The jury verdict against Patterson and his fellow executives was immediately ap-
pealed. Before that appeal could be heard, however, Patterson became a national
hero. Beginning on March 25, 1913, rain poured down on the Ohio River val-
ley. Dayton, with the exception of the National Cash Register factories, relocated
some years before to high ground, was inundated. Patterson was in his element.
Before the flood actually materialized he announced, “I now declare the N.C.R.
out of commission and I proclaim the Citizens’ Relief Association” (Crowther,
1926, p. 303). He collected supplies in anticipation of the flood to come, relocated
hospitals to the factory complex, gathered transport, and “started the carpenter
shop at making rough large flatboats, and developed a working relief organization”
(Crowther, 1926, p. 304). Relief trains, organized by Thomas J. Watson in New
York, began to arrive.72 Though Dayton itself was chaotic, the N.C.R. complex
was an oasis of organization. Particular care was given to the treatment of the press:
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Newspaper reporters, shot off by their city editors without time to get so much as a toothbrush
or a collar, found themselves sleeping in brand-new brass bedsteads, under down quilts, and
rattling round in tiled bathrooms, where everything was supplied them, even – if they had time
to use them – with buffers to polish their finger-nails. When their clothing gave out they were
given new ones-clean linen, overalls, pajamas, anything they needed. Hard-working clerks and
attendants at once acquired all the special knowledge of valets with the gracious manners of
Southern gentlemen. Men smeared with mud were asked, as they went to bed, to send their
clothes to be pressed, and there were large signs posted in the lower corridor stating that clothes-
pressers and barbers worked all night and accepted neither pay nor tips.73

Even though Patterson banned card-playing and the use of alcohol by his
subordinates, the press was supplied “with such amenities as pinochle cards and
ewers of whiskey which were described for Patterson’s benefit as ‘pop’ ” (Carson,
1966, p. 110).

Patterson’s efforts yielded both a humanitarian triumph and a public-relations
bonanza. How could it be possible to imprison a man deemed by Evangeline Cary
Booth, head of the Salvation Army, an “Instrument of the Lord” who must be
rewarded? (Carson, 1966, p. 110) Pleas for pardon were dispatched to President
Wilson. Patterson sent a telegram of his own: “I do not ask for, nor would I accept,
a pardon. All I want is simple justice.” On March 13, 1915, the Circuit Court of
Appeals gave him a victory, reversing the district court and remanding the case for
a new trial. The court’s opinion delivered in excruciatingly opaque prose, turned on
two points.74 First, since most competitors – Chalmers’s American Cash Register
Company constituting the principal exception – had been vanquished more than
three years prior to N.C.R.’s indictment, evidence of anticompetitive activities
against these defunct firms was barred by the statute of limitations. Competitors
now vanquished were no longer relevant to the charge of monopolization. They
had missed their chance:

But in the case of a monopolizing by wrongful means, as here, the monopolizing ceases when-
ever the pugnacious competitor ceases to fight. It is not possible to resurrect the competitors
who have been slain in the contest and restore to them what they have lost. Such competitor
does not continue to monopolize, within the meaning of the statute, in holding onto the spoils
of victory. It is never to be lost sight of that actually doing business, no matter how large, is not
monopolizing. It is excluding from the opportunity of doing business that is. If it is thought that
this is an evil condition of things, which should not be allowed to continue, the answer is that
things should not have been allowed to get in that condition. The competitors attacked should
have called upon the courts to protect them whilst they were being attacked.75

In passing, the court found that the Sherman Act did not pertain to industrial espi-
onage, including bribing employees of rivals or of shipping companies for informa-
tion, for “[i]f no use was made of the information thereby obtained, no competitor
would be restrained in his trade or commerce.”76 But while its consideration of the
statute of limitations protected N.C.R. from charges that it had illegally destroyed
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past competitors, the American company remained in operation and had been the
target of some of N.C.R.’s destructive activities during the three previous years. Ac-
cordingly, the court needed a second avenue if it was to proceed to overturn the jury
verdict. It found that avenue in a district court ruling that prevented N.C.R. from
introducing a claim that it had bludgeoned its competitors in self defense, in order
to protect its patent rights. The district judge had put the N.C.R. claim as follows:

The doctrine asserted in this case for the first time, that the rights of the patentee are of such
character that those operating under them may agree, in order to protect them, to engage in acts
of unfair competition such as are charged in this case, and even to burn their competitor’s factory,
or destroy the competing – as they believe, infringing – machines, by violence, whenever and
wherever found, no matter how much it may affect commerce between the states, carried on by
competitors, and be amenable therefore only to the police and to the criminal law of the locality
in which the acts were committed, I am unable to agree with.77

The Circuit Court, however, found that patent evidence should not have been
excluded, for if N.C.R. was entitled to “hold on to” the cash register business by
virtue of its patents, “its conduct in so doing could not have been monopolizing.”78

Moreover, while the possession of a patent did not permit the patentee to deter
the infringer “by killing him, or destroying his factory, or such infringing articles
as he may own,”79 N.C.R.’s patent evidence should have been permitted since it
would go to the question of whether the blizzard of infringement suits filed by
N.C.R. were malicious. The court determined to remand for a new trial.

The Circuit Court’s opinion was hailed as a victory for Patterson. Marcosson
(1945, p. 107) claims that upon his return to Dayton on the evening of his victory,
he was swept up in a procession of 20,000 persons, a parade watched by countless
others. When the Supreme Court refused to hear an appeal, prosecutors dropped
the criminal case in return for a consent order in which N.C.R. agreed not to use
the practices of which the government had complained.

6. EPILOGUE: THE CONSENT DECREE
AND ITS AFTERMATH

While the Sixth Circuit’s decision removed the threat of jail terms for the Cash’s
leadership, it did not end oversight of the corporation. Stanley Allyn, then a newly-
hired member of the accounting department, later leader of N.C.R., described the
circumstances of the adoption of the consent decree that was to be in force for
most of the rest of the century:

Then suddenly Patterson fired almost his entire management, leaving a near-vacuum under him.
Actually, he had been waiting some time for the opportunity to make this move. He had never
forgiven the twenty-seven men convicted with him of violation of the Sherman Anti-Trust Act.
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But with the appeal pending, he could not prejudice his case by getting rid of the entire gang,
whom he now blamed for having “gotten me into this mess.”

The rise of the Wilson administration and the onset of war in Europe, coupled with Patterson’s
world-publicized mobilization of the Company to fight the 1913 flood, had changed him from
dragon to Saint George in the public mind. His prosecution was definitely no longer popular
politically. The judicial attitude toward corporations also was changing. So the Circuit Court
of Appeals in March 1915 threw out two of the charges on which Patterson and his henchmen
had been convicted, thus cancelling all the jail terms, and remanded the third charge for a new
trial. In Dayton, celebrating townsmen gave Mr. Patterson a hero’s acclaim, complete with a
parade of twenty thousand persons. On government appeal, the U.S. Supreme Court refused
to intervene, effectively quashing the entire case. Quietly a consent decree was entered. NCR
agreed never again to buy up a competitor without the approval of the U.S. District Court in
Cincinnati. Actually, this onerous condition proved an asset. It gave me, when the time came, a
great excuse to diversify. The rousing denouncement [sic] of the trial provided Patterson with
his opportunity. He fired the entire crowd, and there was nobody but himself left to run the
Company (Allyn, 1967, pp. 42–43).

The firings of his management team for “[getting me] into this mess” were in stark
contrast to Patterson’s steadfast declarations of his and his company’s innocence.
As newspapers clamored for a pardon for Patterson, he wired President Wilson “I
make haste to assure you that these messages and efforts are without my knowledge
or consent. I am guilty of no crime. I want no pardon. I want only justice.” He also
sent Thomas J. Watson, then in New York, a telegram to be forwarded to the New
York Times. In it, Patterson threatened that if the District Judge who had sentenced
Patterson to jail were to come to Dayton, he, not Patterson, would be the one to be
jailed.80

Though Patterson’s successful appeal removed the threat of jail and fines, the
resulting consent decree not only limited N.C.R.’s ability to acquire rivals, but also
restricted virtually all of the practices that the Competition Department had been
accused of employing. The following forms of unfair competition were enjoined:81

(i) Inducing purchasers or prospective purchasers of cash registers from
competitors of National not to do business with said competitors;

(ii) Industrial espionage to learn the names of competitors, customers and
private espionage with regard to the personal affairs of cash register dealers
to use in dissuading the latter from purchasing a competitor’s products;

(iii) Inducing the divulgence of trade secrets by an employee or ex-employee of
a competitor;

(iv) The hiring away of competitors, dealers and employees;
(v) Utilization of trade secrets or business confidences of competitors obtained

from the same ex-employees or employee;
(vi) The selling copies of competitors devices, not in good faith but for the

purpose of hindering the sales of competitors devices;
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(vii) Inducing purchasers to substitute National’s device, or the sale of any
registering device at a price not based upon cost manufacture but determined
solely with the purpose of driving a competitor out of business;

(viii) Selling competitors devices, however obtained, with a dominant purpose
of preventing sales by the competitor and his dealers;

(ix) Selling used National devices with a dominant purpose of driving a
competitor out of business, except that a good faith meeting of competition
was permissible;

(x) The employing of agents with the primary function of inhibiting and
preventing the sales of competing devices;

(xi) Following the agents of competitors with the purpose of interfering and hin-
dering the sale of competing devices or for the purpose of learning the names
and addresses of customers which the competitor agent is calling upon;

(xii) Making representations concerning the solvency of a competitor or the
effectiveness of his product, where this was done not to promote National
sales but to hinder the competitors;

(xiii) The intimidation and threatening of competitors through the display of
their devices and copies made by National or National’s used devices;

(xiv) Hindering investment and competitors [sic] businesses through the circula-
tion of information showing said competitors losses while competing with
National;

(xv) The operation of active competitive companies without disclosing their
connection with National.

It is difficult to imagine that this decree and the events surrounding it could have
failed to have a material impact on N.C.R.’s operations. N.C.R. took care at least to
hide its most egregious tactics toward competitors, but it was shaken more broadly
by the threat of further contretemps with the Department of Justice. Not only
did Patterson fire his talented management team en mass, but the threat of further
antitrust difficulties led Patterson himself to withdraw from day-to-day operations:

With the United States’ entry into World War I imminent in 1917, Mr. Patterson, in another
unpredictable whim, abdicated the daily management reins of the Company for more than a
year. He went to California, and ran the operation by remote control. Barringer was in charge
and I the understudy. As usual, there was shrewd method in Patterson’s whimsicality. Having
been convicted of antitrust activity in one brush with the government, he wanted no further
contacts with the Justice Department, and he was convinced that anyone who did war work
would inevitably be accused of profiteering. He wanted no taint to besmirch him. Therefore he
signed none of the Company’s war agreements to make airplane parts and the Colt automatic
pistol; in fact, he pretended not even to know about them. If, after the war, the politicians
descended on the Company, Patterson would be as white as an angel. He would also have
somebody to fire: Barringer and me (Allyn, 1967, pp. 47–48).
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One other almost immediate consequence of the consent decree was the entry of a
rival cash register company. Frederick L. Fuller, the inventor whose services N.C.R.
had obtained (for the princely sum of $5,000 per year) when it acquired the Union
Cash Register Company, left N.C.R. in September 1917 for the Remington Arms
Company. Within a year he and three other ex-N.C.R. employees had designed a
competing register, for which design they shared a payment of $150,000.82 This
payment was in addition to Fuller’s $11,000 annual salary from Remington.83 All
told, Remington invested over $1.3 million in its rival cash register. Not surpris-
ingly, Remington’s entry elicited a torrent of patent infringement litigation, but the
Remington Cash Register Company remained in the cash register business until
it was acquired by National in 1931 with the acquiescence of the Department of
Justice.84

It is not possible, however, to disentangle the effects of the decree from those
of World War I. N.C.R. had substantial foreign operations, principally in Great
Britain, that slumped badly. The U.S. business of N.C.R. “began to droop” in 1915
(Allyn, 1967, p. 41). By the time Patterson died, in 1922, the company was still
profitable and cash register sales were growing, but grew very much more rapidly
in the 1920s, even though the government was monitoring performance of the
consent decree obligations.85 N.C.R. expanded from cash registers to a broader
line of accounting machines, a development that Patterson had prevented during
his lifetime. Rival cash register manufacturers emerged, principally the Remington
Cash Register Company, but N.C.R. maintained its dominance over cash registers
even as it expanded into a broader array of business machines. It is apparent that the
consent decree did not serve as a substantial impediment to N.C.R.’s growth and
development in the 1920s, even though it may have encouraged other competitors.

The experience of the Remington Cash Register Company offers the best
evidence available concerning the impact of the consent decree on competition in
the cash register market. Unlike N.C.R.’s earlier competition, such as Hallwood
and its Chalmers-financed successor, Remington entered successfully, continuing
in business until the Depression. As noted above, Remington faced a number of
infringement actions initiated by N.C.R., and it responded with patent actions
of its own.86 But Remington also faced tactics that echoed those that led to the
consent decree. Indeed, in the mid-1920s, the Department of Justice filed an
“information in contempt” against a number of members of the N.C.R. sales
force, charging them with violations of the terms of the consent orders.87 All
of the violations charged were in response to the appearance of the Remington
cash register. The district court established an examiner to take evidence, six
volumes of which were eventually amassed. It appeared that N.C.R. had reverted
to its old habits. Salesmen for N.C.R. were accused of spying on Remington
agents, descending on any business that chose to purchase a Remington machine.
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The target customer would be told that the Remington was “a piece of junk” or
“not worth a damn.” On occasion, the purchaser would be asked to a hotel room
or office where the defects of the Remington machine would be demonstrated,
defects that supposedly included the likelihood that cash placed in the drawer
would get into the works, destroying the accuracy the tabulations as well as
the cash itself. The buyer was then pressured to replace the Remington with a
National model. The National model would preferably be a normal register, which
would be priced about $75 less than the $325 Remington, but in the event that the
buyer resisted, a National model 1,000 “knocker” would be offered for around
$100 with claims that it would duplicate the functions of the Remington.88

These tactics may have been intended to choke off Remington’s cash supply, but
they are mild compared to those charged prior to the consent decree. No offer was,
or could be, made to purchase Remington. No copies of the Remington machine
were manufactured, and few instances of N.C.R. men offering to replace Reming-
ton machines were alleged.89 Even had N.C.R. done so, it would merely have been
competing vigorously with Remington. N.C.R’s tough competitive activities were
indeed tough, but those activities did not constitute predation or monopolization.

While Remington customers were cajoled to terminate their purchase agree-
ments, N.C.R. was not accused of champerty. The tactics of the early part of
the century were echoed, but the echo was faint, and unlike earlier cash register
rivals, Remington Cash Register survived the onslaught. The consent decree thus
may well have had the effect of converting predatory actions into merely hard
competition. The district judge appears to have agreed, for charges against all but
one of the defendants (Goldman) were dismissed.90

7. SUMMARY AND CONCLUSIONS

Kenneth Elzinga has posed the question of whether predatory pricing is rare like
an old stamp, or rare like a unicorn (Gomez, Goeree & Holt, 2004). Even stud-
ies that claim to find profitable predation are hard pressed to establish that the
predation worked successfully to deter entry and preserve monopoly. In one of
the most recent studies of predation, Genesove and Mullin (1999) find evidence
that the American Sugar Refining Company (ASRC) preyed on rivals, and that its
reputation as a “willing predator” influenced rivals, lowering acquisition prices of
entrants and small incumbents. But ASRC did not succeed in deterring significant
entry and ultimately needed to accommodate large rivals that emerged. N.C.R.,
in contrast, needed only to accommodate a rival that was fully informed about
N.C.R.’s profitability and costs, the Toledo Scale Company. N.C.R.’s reputation
and tactics succeeded in clearing the field of effective competition, apart from a
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firm whose owner appears to have been driven more by a desire for revenge than by
a profit motive. In short, when confronting conventional rivals, N.C.R.’s reputation
as an implacable competitor proved an important entry deterrent. While it could not
practice conventional predatory pricing, it deployed its array of predatory practices
successfully, suggesting that the answer to Elzinga’s query is “rare stamp.”

N.C.R.’s position was obtained despite its apparent reluctance to price its own
machines in predatory fashion, a reluctance that appears to have stemmed from its
desire to induce customers to purchase its high-price, high-profit durable goods.
It was forced to prey on rivals not through its own prices, but rather by spending
substantial sums to deny revenues to those rivals, either by selling cut-price rival
registers or knockers, or by simply inducing the customers of rivals to repudiate
their purchases. This was a tough business, but the strategy appears to have worked.
By combining this effort to reduce revenues with campaigns of litigation to raise
its rivals’ costs, N.C.R. appears to have been successful in protecting its monopoly
position.

N.C.R. remained a formidable competitor, but was no longer unassailable. The
early history of N.C.R. suggests that at least in some circumstances, a firm can
acquire and retain a monopoly position by predatory means, unless prevented
from doing so by the threat or actual use of antitrust action.

NOTES

1. The N.C.R., May 22, 1890, quoted in Attorney General. et rel. James v. National
Cash Register Co., 182 Mich. 99, 148 N. W. 420 (Sup. Ct. Mich., 1914), 112. We refer to
this decision below as James.
The N.C.R.was a serial published by the corporation and distributed primarily to its

sales force. This internal distribution suggests that the company believed the claims it
made, or at least that it wished its employees to act as if they were true.

2. Interview, Oral History Research Office, Columbia University, quoted (with
erroneous attribution) by Friedman (1998b, p. 580).

3. We will refer to the National Cash Register Company as N.C.R., though in the early
part of the century it was also common to shorten the company’s name to “The Cash.”

4. “At [Patterson’s] death in 1922, according to a corporate history compiled in 1984, ‘an
estimated one sixth of the heads of the nation’s major corporations were former N.C.R. men
who spread the Patterson methods throughout the U.S. business world’ ” (Jacobs, 1986, p.
23). The alumni of N.C.R. included Hugh Chalmers, of the eponymous automobile company,
Henry Theobald, founder of Toledo Scale, Charles F. Kettering of General Motors, and, per-
haps most significant, Thomas J. Watson of IBM, who would later say, “Nearly everything
I know about building a business comes from Mr. Patterson” (Watson & Petre, 1990, p. 13).
The learning in question included familiarity with the rougher aspects of N.C.R.’s compet-
itive practices. Watson was picked by Patterson to develop a second-hand register business
charged with “knocking out” rival establishments (Rodgers, 1969, p. 40ff). He later was
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directly involved in a cash register “war” with the Michigan Cash Register Company, a war
that served as the basis for the second Department of Justice antitrust suit against N.C.R.

For a discussion of Patterson’s approach to sales, see Friedman (1998b). See Bernstein
(1989, 1996) and Crowther (1926) for more on John Henry Patterson.

5. The positions of N.C.R. were those of Patterson. The company was privately held and
under Patterson’s complete control. Any managerial upstart who chose to offer views that
Patterson did not embrace as his own would find himself seeking alternative employment.

6. N.C.R.’s strategy thus prefigures that attributed to Microsoft. “As Paul Maritz, Mi-
crosoft Group Vice President in charge of the Platforms Group, was quoted in the New York
Times telling industry executives: ‘We are going to cut off their air supply. Everything they’re
selling, we’re going to give away for free.’ ” Passage quoted by Memorandum of the United
States in Support of Motion for Preliminary Injunction, United States v. Microsoft, http://
www.usdoj.gov/atr/cases/f1700/1762.htm, quoting New York Times, January 12, 1998.

7. See, e.g. Lande (1982, Note 198).
8. A list of vanquished competitors distributed by N.C.R. in 1910 contained the following

summary of the lack of success of its rivals:

Within the past fifteen years, 158 cash register companies have been organized to compete with
the National Cash Register Company. Of these, 153 have failed in business. Their combined
capital was $5,735,000. Their combined loss was $1,970,000. According to the sworn affidavits
of its officers, the Boston Cash Register Company alone lost $192,750.08 (see Seager & Gulick,
1929, p. 446).

By about 1905, N.C.R. was thought to have about 95% of the domestic cash register market.
This estimate appears to have originated from within N.C.R., from Hugh Chalmers, its one-
time second-in-command. While Chalmers later became an ardent foe, N.C.R. did not
appear to challenge his estimate during its 1912 antitrust trial. Here is Chalmers on the
source of the estimate:

I don’t know exactly what was the percentage of business done by The National Cash Register
Company in the United States at the time I left. We had records and reports in the office of
the National Company of all machines sold in the United States. We got them from the daily
reports of the salesmen. It was the duty of the salesmen to report every machine they found.
Based upon the records of that office, I should estimate the business done at the time I left at
about 95%.

This quote and much that follows in this paper comes from a three volume summary of
the record of the district court case, the Transcript of Record of Patterson v. United States,
Circuit Court of Appeals, Sixth Circuit, March 13, 1915. This document is part of Record
Group 276, Records of the U.S. Circuit Court of Appeals for the Sixth Circuit, Cincinnati,
Ohio, 1891–1971, Records and Briefs, 1897–1962, Case 2571, available from the National
Archives, Great Lakes Region, Chicago, IL. These volumes, referred to below collectively
as Transcriptcontain an extended summary (not a stenographic record) of the proceedings
of the jury trial of Patterson and a number of other N.C.R. senior executives. The quote in
question appears on p. 466 of the Transcript. Friedman (1998a, p. 579, Note 113) attributes
the same number to Lee Counselman, one-time head of the Competition Department. The
95% figure was accepted by the Circuit Court, Patterson et al. v. United States, 222 F. 599
(Sixth Cir., 1915), at 623. The same court accepts an estimate that N.C.R.’s market share in
1890 had been roughly 80% (at 625).

http://www.usdoj.gov/atr/cases/f1700/1762.htm
http://www.usdoj.gov/atr/cases/f1700/1762.htm
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9. N.C.R. was not only the target of one of the first Sherman Act cases filed. A later
round of cases repeating essentially the same charges included separate antitrust actions by
the Attorneys General of Ohio, Michigan, and Alabama, and both criminal and civil charges
filed by the United States Department of Justice.

10. The N.C.R., March 1, 1895, quoted in James, p. 117.
11. The first cash register constructed by James Ritty used a dial resembling an analog

clock to register amounts in place of tablets. See Marcosson (1945, p. 52ff). Tablets appeared
on the first commercial registers (Marcosson, 1945, p. 13). Ritty sold his register firm to new
owners who added the ubiquitous cash register bell, together with a locking cash drawer
operated by the same mechanism that recorded transactions. Improvements continued when
John H. Patterson took over the company, with the major advance being the introduction of
an electric motor under the direction of Charles Kettering, later to introduce electric starting
to automobiles. Many cash register improvements, however, came from rival manufacturers.
See, for instance, Fuller (1938).

12. “In sum, the magic money box provided publicity, protection, and compulsory
morality” (Carson, 1966, p. 52). Daniel Boorstin has described the “publicity” component:
“Americans had thus found a way to give a new publicity to the shopkeeper’s smallest
transaction. Shopping now was a semi-public, communal activity, announced by the
ringing of bells” (Boorstin, 1993, p. 201). An extended definition of the cash register and
its necessary components can be found in National Cash Register Company v. Boston Cash
Indicator and Recorder Company, 156 U.S. 502, 15 S.Ct. 434, 39 L.Ed. 511 (1895), p. 507.

13. Ritty sold his cash register business and patents for $1,000 and returned to saloon
keeping (Boorstin, 1993, p. 201).

14. Patterson purchased control of National Manufacturing from its President, George
L. Phillips, for $6,500. His announcement of the transaction to members of the Dayton Club
elicited jokes and jeers sufficient to induce him to ask Phillips to cancel the deal in return
for a cash payment of $2,000. Phillips supposedly replied, “You have purchased the stock.
If you had paid for it and I had turned it over to you, I would not have it back as a gift.” The
transaction is detailed in Marcosson (1945).

15. Patterson relocated his factory to high ground in Dayton, a decision that provided
an unexpected dividend when the great 1913 flood inundated the surrounding town, but
left the N.C.R. factory unscathed. The initial decision to move the factory was part of a
broad effort on the part of Patterson to improve the treatment of his employees in order to
encourage high quality production. Patterson became widely renowned for his treatment of
his workforce, though he thought it merely an avenue to higher profits. He said simply of
his benevolence: “It pays.” See, for example, Tracy (1950) and Biles (1993).

16. National Cash-Register Co. v. Navy Cash-Register Co, 99 F. 565 (Circuit Court, N.
D. Illinois, January 26, 1900).

John Birch was a machinist who had added improvements to the original Ritty design.
See Marcosson (1945, p. 16).

17. The original Ritty-Birch patent expired on January 1, 1900, but by continually ex-
panding its patent pool, N.C.R. remained in position to bring a large number of infringement
suits against both its rivals and their customers. Hugh Chalmers (Transcript, p. 459) main-
tained that in 1907, N.C.R. owned 1,400 patents representing about 14,000 claims. This
may have been an overstatement. During its antitrust trial in Michigan, N.C.R. asserted that
it held a total of 882 patents, with about 200 applications pending (James, p. 105). It is
clear that N.C.R. regarded its patents as an important part of its arsenal in defense of its



N.C.R.: Successful Monopolization through Predation 115

monopoly position. The N.C.R. annual report for 1906 (transcribed by Derek Milewski)
begins “To the stockholders of the National Cash Register company (January 1, 1907)” and
contains the following passage:

It has been our policy to defend our rights in the courts, and we have expended large sums
of money for that purpose. A patent does not amount to a great deal unless one is willing to
go into the courts and fight for his rights under that patent. I remember what General Butler
said to me once about competition. He said the way to meet competition was not to buy it out,
but to fight it out in the courts, and as we were in the advance and owned the original patents,
we had a good start. I said to him: “But if we get beaten in the higher courts, what then?” He
said: “Commence and fight it all over again.” We have always followed his advice whenever
it was necessary to protect our rights. The consequence is, we have practically no competition
in the whole world, and we are selling about 95 percent of all the Cash Registers that
are sold.

18. N.C.R. manufactured sample three-key registers narrow enough to fit into a briefcase,
permitting the sample to be smuggled into a store. Demonstrations would often be given
in hotel rooms, out of the sight of watchful clerks. In search of an alternative method for
contacting employers, Patterson became an early exponent of direct mail advertising. One
of his first selling efforts consisted of identifying 5,000 “P. P.’s” (probable purchasers),
each of whom was sent a letter for eighteen successive days. One such letter was returned
by a besieged New York shopkeeper with a note: “Let up; we never done you any harm.”
Undeterred, Patterson proceeded to follow up with nine additional circulars (Fortune, 1930,
p. 67).

Clerks soon caught on to the mailings, and additional efforts were needed to circumvent
them. This task was accomplished by mailing circulars in plain brown envelopes postmarked
from cities other than Dayton. See Wertenbaker (1953, pp. 33, 104).

19. Friedman (1998a), Fig. 2, quoting data from an N.C.R. publication, The Hustler.
Earlier sales may have been even more heavily weighted toward saloons: “In 1891, the
company’s Atlanta agent included in his report sales to 43 bars, 31 grocers, 2 paint stores,
1 dairy, 6 butchers, 4 confectioners, 7 drug stores, 1 billiard hall, 1 crockery store and 1
icehouse” (Jacobs, 1986, p. 23). Cash registers were used initially in retail settings with
high numbers of relatively small transactions. The size of a transaction in a saloon was
comparatively large, as indicated by the special purpose registers built for saloon trade.
These had keys designed to enter in nickel increments, rather than pennies. Indeed, the
Union Cash Register claimed an advantage because it was not intended for saloons: “The
basic difference between the Union cash register and the others on the market at that time
was that our machine was deliberately designed for use in general lines of retail business,
whereas the others were made for and sold to saloons” (Fuller, ca. 1938, p. 22).

20. Most salesmen were ultimately on straight commissions and appear to have received
a commission of 15% on each sale. Sales agents received a 35% commission on all sales
made within their territories, but were expected to pay office expenses. See Rodgers (1969,
p. 32).

21. The sales pitch was recorded in The N.C.R. Primer. Carson (1966, p. 56) catches
the standardization of the sale process when he notes that “[t]he closing of a sale was as
stylized as a Japanese kabuki play.”

22. Michael Hancock, “Burroughs Adding Machine Company, Glimpses into the Past:
History-1857–1953.” http://www.dotpoint.com/xnumber/hancock7.htm, visited October

http://www.dotpoint.com/xnumber/hancock7.htm
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19, 1999. A history of William S. Burroughs provided by the Charles Babbage Institute at the
University of Minnesota remarks that the “challenge was to convince banks and businesses
that they needed this new machine, surprisingly not an easy thing to do.” Yet in contrast to
the professional sales force at the by then much larger N.C.R., salesmen at American Arith-
mometer “doubled as the service department.” http://www.cbi.umn.edu/burros/wsb.htm,
visited October 19, 1999. Patterson would not allow his salesmen to carry screwdrivers for
fear that they would be diverted to providing service for existing machines.

23. Transcript, vol. 3, p. 1011, Exhibit 70. The exhibit, taken from an issue ofTheN.C.R.,
includes the following accompanying text:

This circle represents the earth. The small crosses represent the selling offices of the National
Cash Register Company in every civilized country. Suppose competition springs up in the
territory pointed out by arrow No. 1. The National Cash Register Company can afford to do
business here at a loss if necessary to meet the competition, because the profit made at the office
marked with arrow No. 2 will make up for the loss, while all the other offices of the company
all over the civilized world will make a profit and keep up the income of the Company to its
normal amount.

See also testimony of Hugh Chalmers, Transcript, p. 467, noting that Patterson liked to use
the circle illustration with competitors.

24. By documenting the N.C.R. claims that the company was prepared to drive any rival
from business, we are not arguing that such a strategy would be profitable, or even that N.C.R.
believed, whether mistakenly or not, that the strategy would be profitable for it. But we do
maintain that a reputation for toughness was cultivated assiduously by N.C.R., and clearly
to the extent that the company’s rhetoric could cow rivals, that strategy would work. We
will show below that a rival that had inside information about N.C.R.’s costs and strategies
managed thereby to obtain a much larger acquisition price than N.C.R. was typically willing
to pay, even though the competitor had never actually commercially marketed a cash register.

25. Crandall and Robins (1988, p. 60). The water bottle story is repeated by Chalmers
(Transcript, vol. 1, p. 479).

26. Carson (1966, p. 110).
27. Chalmers testimony, Transcript, vol. 1, p. 467.
In his 1907 letter to shareholders (transcribed by Derek Milewski) Patterson makes the

same point, though somewhat less colorfully.

Our success has naturally caused other people to try to imitate us and to try and get into the Cash
Register business. We always invite people who are thinking of going into the Cash Register
business to come to our factory at Dayton. We do this because we want them to be thoroughly
informed of the situation and our position in the Cash Register business before they go ahead
and invest large sums of money in competition with us. Some of them are smart enough to come
and investigate, and others do not come.

We do this, not only because we believe it will save them money, but also because it will
save us time and expense. We are so far ahead in invention and organization, and have the field
so covered with patents, that we believe it is impossible for anyone successfully to compete
with us.

28. Quoted in James, p. 112.
29. The N.C.R.,February 2, 1891, quoted in James, at 113.
30. The N.C.R., January 15, 1892, at 469.

http://www.cbi.umn.edu/burros/wsb.htm
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31. Sales agent A. T. Webb, put the policy as follows: “What we wish to convey is,
that no one can produce a cash register anywhere, without some of us are therebefore the
matter is twenty-four hours old, and are prepared to crush the life out of the opposition.”
The N.C.R., August 15, 1891, vol. 4, no. 43).

32. A “circular letter” from the “Opposition Department, The N. C. Register Co.,” dated
February 4, 1892, provided instructions for using the bullet and horse hair sent to managers:
“. . . We want you to have your agents call the parties who are using the Simplex Register,
in your territory, and explain how easy it is to beat them. (But do not show them how to
do it.) You can easily ask the proprietor to step away about twenty feet from the machine,
and then by concealing the bullet in your hand register any amount you wish by simply
dropping the bullet in the small hole directly under the amount you wish to register. . . . Of
course, if you do not want to open the cash drawer you can step away from the machine and
the proprietor (unless he has an eagle eye) cannot discover the horse hair protruding from
the machine. . . . We think agents will have little trouble . . . impressing user that they have a
machine which can easily be beaten and is worthless” (as cited in Crandall & Robins, 1988,
p. 35, emphasis in original).

Obviously if the intent of the sales demonstration was merely to show that the rival
register was easily beaten (rendered defective), the salesman could have made do with the
bullet, rather than hiding his actions through use of the horse hair. Indeed, demonstrations
that N.C.R. registers could be beaten were part of the stock and trade of rival salesmen.

33. Marcosson (1945, p. 99) describes a circular from Ideal Register “headed ‘Fourteen
ways of beating the National cash register 79, one of their latest highest priced registers.’
Then followed 14 questions and answers as to how this register could be manipulated so as
to prove inaccurate.”

34. It is clear that espionage was part of National’s arsenal. Stevens (1917, pp. 154ff)
provides numerous examples drawn from antitrust cases. N.C.R. bribed freight agents, hired
rival employees who stayed on with their previous employers, maintained its own spies, and
hired Pinkerton detectives to monitor shipments of rivals. It is also clear that when N.C.R.
acquired rivals through third parties, the quality of machines provided by those companies
was allowed to decline.

35. One such card is displayed as Exhibit 1, Transcript, p. 939. The number of registers
knocked out in a month was often recorded at the back of The N.C.R.. According to those
tabulations, in 1892, a total of 1,571 registers were removed. This total included 396 Lam-
sons, 371 Kruse, 182 Peck, 169 Boston, and 83 Union cash registers (The N.C.R., various
issues).

36. Exhibit 2, “Important Notice,” Transcript, p. 939.
37. Hallwood Cash-Register Co. v. Millard, 127 Mich. 316; 86 N. W. 833 (S.Ct. Mich.,

1901), pp. 317–318.
38. Carl Heyne, one-time head of the Competition Department who later defected to

Hugh Chalmers’s rival American Cash Register (NCR v. Heyne, 26 Ohio Dec. 628 (1910))
testified as follows:

The agents of the National Cash Register Company, regular and special, were instructed to
inform purchasers and users of the Hallwood registers that the registers they had purchased
were defective and infringed The National Cash Register Company’s patents; and that if they
were in the merchant’s place they would either not accept the register, in the case of purchasers
to whom the registers had not been delivered, and in case of users, that they would . . . return
the register to the manufacturer without further payment.
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Q. Do you know whether or not registers were returned . . .?
A. I do not know any registers were returned, but I do know that users of Hallwood registers

refused to make further payments on their registers, which resulted in their being sued
in several cases.

Q. Do you know whether or not the National Cash Register Company employed attorneys
to defend suits against purchasers of competing machines?

A. They did not employ them openly, but they paid them in several cases of which I know
(Stevens, 1917, at 201, quoting from the transcript of James).

One-time N.C.R. sales agent J. E. Warren provided similar testimony.

39. Reselling rival cash registers was one of the earliest techniques developed by N.C.R.
to fight opposition. The December 1, 1892 issue of The N.C.R.reprinted an advertisement
taken out by Jos. Crane in the New York World that offered rival cash registers for “half
of manufacturers’ prices.” The article continued, “All Sales Agents should advertise in
this way, in the leading newspapers in their respective territories, wherever opposition
is strong. We believe that nothing discourages an opposition salesman so much and so
quickly as to see his goods offered for sale by other companies at a less price than he sells
them.”

40. Hugh Chalmers testified that “When I say that we built machines as nearly like
the competitive machines as possible, I mean in appearance and in the function that the
machine performed.” The inner workings differed to avoid infringement suits. Transcript,
p. 457–459.

41. See Hugh Chalmers’s discussion of Toledo Cash Register and Scale, Transcript, pp.
476–477.

42. Crane was N.C.R.’s sales manager and author of thePrimer. Quotation from Crandall
and Robins (1988, p. 42).

43. In addressing the 7th Annual Convention, Mr. M. N. Jacobs argued that N.C.R.
needed to expand its product line to include a few lower-priced registers. He described the
expenses associated with knocking out a $45 Peck register:

What do I do when I find this opposition machine? I try to knock it out, and here I spend
another day, and I pay $5 salary, and with probably $5 expense, it costs me $10 to undo what
the opposition company has done; it costs the company probably a new register to replace
the opposition machine; I lose the $25 which was spent in talking to and educating this party,
besides the $10 expended in knocking out the opposition register, and it is often twice this
amount (The N.C.R., January 1, 1893, vol. 5 no. 16, p. 776).

44. The N.C.R.reported that in July 1892 alone, the N.C.R. Competition Department
expended $10,500 in fighting the opposition. That month, N.C.R. knocked 178 registers. At
a rate of roughly $60 per register, the expenditures of N.C.R. often exceeded the purchase
price of a rival machine.

45. National Cash Register Co. v. Boston Cash Indicator & Recorder Co., et al., 41 F. 51
(1889), which refers to “the unreported cases of National Cash Register v. Bensinger Self-
Adding Cash Register Co.” and “Consolidated Store Service Co. v. Lamson Consolidated
Store Service Co.” A former salesman testified that “We all received notice from the company
to state to a probable purchaser of a competing machine, or those who had already purchased
competing machines, either to delay the purchase of the competing machine and put them
off thereby, and also to those who had already purchased, stating that they didn’t have a
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clear title and not to meddle with any competing machine – that there was the chance of a
lawsuit” (Stevens, 1917, p. 206).

46. See Crandall and Robins (1988, p. 43), quoting from The N.C.R.
47. The N.C.R., May 1, 1892, quoted by James,p. 117. The full text surrounding the

claim makes it clear that N.C.R. sought a reputation for toughness:

One opposition company said lately that if we whipped out the Bensinger Company we could
whip out any company that might oppose us. There was, therefore, no hope for their company,
because if we did not buy out Bensinger, we would not buy out any concern. We are reliably
informed that Bensinger lost $67,000 in this business.

It is only a question of whether we propose to spend the money to keep down opposition. If
we continue, it is absolutely certain that no opposition company can stand against this company
and its agents. If necessary, we will spend five times as much money as we have already done,
in order to down opposition. If they really believe this “they will throw up the sponge and quit.”
We are receiving overtures to buy out opposition. We will not buy them out. We do not buy out,
we knock out.

General Butler said to us, four years ago, that we had an unusually fine prospect. “The only
way to make money out of it,” said he, “is to fight. If you get whipped in one court, carry it to
a higher court, and if you get whipped finally in the Superior Court, commence all over again
in a new case and fight. Never compromise and never buy out. It is more expensive, probably
for a year or two, to fight, but as soon as the opposition know that you will fight at every point,
regardless of the money it takes, they will let you alone.”

48. The acquisitions shown are only those catalogued in the Transcript. Crandall and
Robins (1988) claim that Bensinger was acquired by National Cash Register, but we believe
that this was a transaction by which N.C.R. obtained patent rights from a defunct enterprise.

49. N.C.R. Guides Manual, September 1905, quoted in James,p. 105.
50. Fuller later followed Thomas J. Watson to IBM. He described his experience as

follows:

We [at Union] kept steadily at the job of improving the register. I perfected and patented the
printing mechanism, and also the device which would give a printed receipt to the customer.
There was general agreement, in the cash register business and among users of cash registers, that
the Union was the best cash register on the market. But we were continually at a disadvantage
because our financial setup was never as good as the register we made. Insufficient capital
hampered us. We had several reorganizations, and the company remained solvent, but there
never was enough money to do things in a big way. By 1907 we had thousands of cash registers
in service, and by this time we had attracted the attention of the great National Cash Register
Company in Dayton, Ohio.

It was inevitable that this should happen, and that the National should decide to buy the Union.
Our cash register was too good to be allowed to compete, and it had a number of features that the
National felt it should have in its own machines. So, after a period of negotiation that brought
about a satisfactory offer, the National acquired the Union company and incorporated many of
the features of the Union Cash Register in its own product (Fuller, 1938).

51. Park had also acquired and continued to operate the cash register companies owned
by one McGraw (Transcriptat 478). One explanation for the continuing operation may be
that N.C.R. wanted to reduce the purchase price of the assets of the company to be acquired
by permitting it to sell off its existing inventories and wind down slowly.



120 KENNETH BREVOORT AND HOWARD P. MARVEL

52. There is thus no opportunity to test the effects of N.C.R.’s apparently predatory
actions by looking at effects on the acquisition costs of non-targeted rivals, the effect of
predation investigated by Burns (1986) for the American Tobacco Trust. Apparently all of
N.C.R.’s rivals were targets.

53. N.C.R. also maintained a large “Graveyard” filled with rival machines (Stevens,
1917, pp. 184–185).

54. Crowther (1926, p. 180), a sympathetic biographer, reports that “Mr. Patterson
knew nothing of finance.” Crowther (pp. 182–185) provides correspondence dealing with
important N.C.R. financial dealings in 1898. The N.C.R. correspondence is signed by H.
Theobald, Jr.

55. For a history of Toledo Scale, see “ ‘The First Fifty Years’ A Company History
by Toledo Scale Company, 1951,” http://www.history.utoledo.edu/att/scale/scale.html, vis-
ited October 20, 1999, and “A Century of Toledo Scale,” http://www.history.utoledo.
edu/att/scale/chron.html, visited October 20, 1999.

56. The price paid for Lamson does not seem to have been related to the condition of the
company at the time. A summary of the competition, published in The N.C.R. in December,
1892, suggests that Lamson was not in any better shape than the other competition. Of these,
Union was said to be “doing practically nothing,” Kruse was “gradually dropping one peg
at a time,” and Lamson “hate to admit that they are whipped, and are not quite ready to quit
a losing game.” The text of this summary also seems to suggest that even at this late date,
N.C.R. was not concerned with the indictment they were facing.

57. United Stated Department of Justice, The Federal Antitrust Laws, with Summary
of Cases Instituted by the United States (Washington, Commerce Clearing House, 1949).
(Summary of Cases).

58. This discussion is derived from Thorelli (1955, p. 371ff).
59. The indictments inUnited States v. Pattersonwere dated July 2 and October 5, 1892.

See Summary of Cases, supranote 57.
60. Thorelli (1955, p. 378). The source of the quotation was a letter from Sherman

Hoar, successor to Allen as District Attorney for Boston, to President Cleveland’s Attorney
General, Richard Olney, dated October 11, 1893. According to Thorelli, who had access
to the entire letter, “Hoar had ‘inherited’ the case from his predecessor, whose work in the
matter appears to have been confined to pure formalia.” Thorelli (1955, p. 378, Note 52).

61. “Letter from Attorney General submitting statement in response to a Senate reso-
lution of June 25 (1904) requesting a statement of all suits instituted by the Department
of Justice under the Sherman Antitrust Law and the disposition made of such suits, etc.”
(Thorelli, 1955).

62. United States v. Patterson, 55 Fed. 605, at 616. Lindsay was Deputy Assistant District
Attorney for New York County from 1887–1894. Who’s Who in America, 1932.

63. Thorelli (p. 403) identifies Root as representing “the plaintiff on whose behalf the
government had intervened in the Cash Register Case.”

64. It is unclear whether the remark should be attributed to Whitney or Ryan. See Jessup
(1938, p. 185).

65. His Nobel Foundation biography can be found at http://sunsite.bcc.bilkent.
edu.tr/oldnobel/laureates/peace-1912-bio.html, visited October 25, 1999.

66. Thorelli (1955, p. 594). Thorelli remarks that “The most striking of several examples
of the weight given to easy accessibility of the evidence is the National Cash Register suit,
in which an attorney for one of the companies involved apparently drew the indictments

http://www.history.utoledo.edu/att/scale/scale.html
http://www.history.utoledo.edu/att/scale/chron.html
http://www.history.utoledo.edu/att/scale/chron.html
http://sunsite.bcc.bilkent.edu.tr/oldnobel/laureates/peace-1912-bio.html
http://sunsite.bcc.bilkent.edu.tr/oldnobel/laureates/peace-1912-bio.html
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and briefs used on behalf of the government. This suit was discontinued when that company
joined the Cash Register Trust somewhat later.”

67. Patterson v. United States, 222 F. 599, 644 (Sixth Cir., 1915).
68. Chalmers had worked his way up from office boy to the number two position in the

company. When fired, he was making $84,000 per year, a princely sum in 1907 dollars and
more than 1.5 million in 1997 dollars. This compares with the $144,000 paid to Patterson,
$24,000 paid to the sales manager, William Pflum, and $16,000-$18,000 paid the production
manager, E. A. Deeds (Transcript, p. 460).

69. This case, Attorney General et rel. James, v. National Cash Register Co., 182 Mich.
99, 148 N. W. 420 (Mich. S.Ct., 1914), was brought to bar N.C.R. from doing business
in Michigan, but although the company was judged to have intended to and succeeded in
monopolizing the cash register business, the penalty consisted of a fine of $10,000 and
costs.

Upon leaving N.C.R., Chalmers had taken over the manufacturer of the Thomas Flyer, an
expensive automobile, moving the company from Buffalo, N.Y., to Detroit and renaming it
Chalmers-Detroit. He sold the company to department store magnate J. L. Hudson. He then
started the Chalmers Motor Co. When he testified in 1913, Chalmers claimed to own 60%
of Chalmers Motor Co., a business with $16 million in annual sales and 4200 employees.
He was also president of Michigan Cash Register, with 200 employees (Transcript, p. 454).
Chalmers Motor Co. operated from 1909–1916, and was one of the principal predecessors
of Chrysler.

Chalmers’s dismissal from N.C.R. was characteristic of the eccentric John Henry Patter-
son. Patterson had fallen under the influence of Charles Palmer, described variously as a
“gym attendant” (Carson, at 109) and “a sort of rubber or trainer . . ., an enterprising cockney
with a finely balanced body but what appears to have been a somewhat unbalanced intellect”
(Crowther, 1926, p. 220). Palmer, who claimed the ability to read faces, got Patterson to
dismiss a number of employees on the basis of physiognomy. He also decreed that bread
and butter, salt and pepper, and coffee and tea be banned from sales meetings. Chalmers
tried to rescind the dietary edicts and was fired in consequence. Chalmers then vowed that
“I will not be even with the old man till I put him behind bars” (Bernstein, 1989).

70. The cases brought by Michigan and Ohio were clearly instigated by Chalmers and
his associates. See National Cash Register v. Carl Heyne, et al., 26 Ohio Dec. 628 (1910).

71. Letter from the head of the N.C.R. Sales Department addressed “TO ALL DISTRICT
MANAGERS” and dated April 1st, 1909 (James,p. 126).

72. Watson was widely praised for his efforts, resulting in his inevitable dismissal by
Patterson.

73. This reporter’s account is quoted by Crowther (1926, pp. 306–307).
74. Patterson v. United States, 222 F. 599 (1915).
75. Patterson v. United States, 222 F. 599, 615 (1915).
76. Patterson v. United States, 222 F. 599, 623 (1915).
77. United States v. Patterson, 205 F. 292, 300 (S. D. Ohio, 1913). Acts of violence

were not at issue, however: “testimony tending to show instances of fisticuffs between the
agents of the National and the agents of competitors . . . was excluded . . . [because] it might
be difficult to determine who was immediately to blame for such occurrences, and it would
be wandering from the issues to try incidental issues raised by charges of assault or assault
and battery.”

78. Patterson v. United States, 222 F. 599, 625 (Sixth Cir. 1915).
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79. Patterson v. United States, 222 F. 599, 646 (Sixth Cir. 1915).
80. Rodgers, Think, p. 63. Watson did not forward the telegram. Patterson’s threat was

not idle. In the course of the Dayton flood, he had been accorded broad powers, “virtual
power of martial law,” by the governor of Ohio. Patterson’s view was that he was entitled to
his monopoly. Even the most fawning of Patterson’s several hagiographers, Charlotte Reeve
Conover, did not doubt that Patterson was an archetype of the fin de sièclemonopolist:

[T]he fact may as well be faced. He was a merciless and inflexible monopolist. It was said of
him, with apparent fidelity, that he thought himself divinely appointed to make cash registers,
– no one else had a right to enter the field. If one so dared! Quick! The forces of Heaven and
Earth and Hell were summoned for his swift annihilation. Buy him out! Bribe him out! Scare
him out! Generally, the first sufficed; if not, the court of last appeal, was to write the officers of
what Mr. Patterson conceived of as a piratical concern, to visit the N.C.R. factory. Here they
were dined after the usual fashion and then shown over the plant. The first reaction to what
they saw was the conviction that a business so vast, so well-intrenched [sic] was too formidable
to compete with. The clinching argument was a silent one. In a large hall an impressive hill
raised itself nearly to the ceiling, of battered and rejected cash registers, – rival registers, cash
registers that had started out with fine patents, trained operatives and voluble salesmen. This is
what they bad come to, – a mass of rusty iron in a junk pile! Was it worth while, then, trying
to “buck up” against the N.C.R.? Most of the visitors thought it was not and returned to their
homes with that report.

There were darker things hinted at in this furious pursuit of monopoly – things which in time
brought the company into conflict with the Sherman Anti-Trust Law and resulted in a trial in
Cincinnati with which all the business world of twenty years ago was familiar. It has no place in
this story. One result was a sudden change of orders at the factory. Nothing was ever to be said
about the “grave-yard” – in fact, there was no such thing. Inquisitive visitors used sometimes
to ask to see it. They were bidden to look everywhere, use their own eyes. They must have
been misinformed. There was no grave-yard – apparently never had been! Only one thing is to
be said, not in defense – there couldn’t be – but in explanation of the monopolistic habit. The
competitive economic system is not an abode of peace and security – “live and let live” – but
red and bitter war; “every man for himself and the devil take the hindmost.” Mr. Patterson did
not make it; he found himself in it and had to play the game. His tactics with business rivals
were often but retaliation of the methods used against him. If he got imperious, unyielding and
intemperate, – well, – that is war. He felt that his back was to the wall and took any way to
defend himself (Conover, 1930, pp. 224–226).

81. Summary from Lindstrom and Tight (1974, pp. 33–35).
82. NCR v. Remington Arms Co., Supreme Court of New York, Special Term, New York

County, 122 Misc. 234; 202 N. Y. S. 691 (1924).
83. NCR v. Remington Arms Co., 212 A. D. 343; 209 N. Y. S. 40 (1925), at 349.
84. Lindstrom and Tighe, ibid., at 34: the acquisition was not expected substantially to

lessen competition.
85. “In John Patterson’s last full year [1921], N.C.R. sales were about $29 million and

the profit $2,838,000. In four years Barringer swept the gross to $45 million in 1925 and
profits to $7.8 million (Allyn, 1967, p. 54).

86. See, for instance, NCR v. Remington Arms Co., 4 F.2d 700 (3rd Circuit, 1925), where
Fuller’s patent for Remington prevailed over a claim by N.C.R. to have patented a similar
device. See also the discussion in Oxford Varnish Corp. v. GMC, 23 F. Supp. 562 (1938).
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87. United States v. Whiffen, 23 F.2d 352 (1927), is concerned with technical aspects
of such contempt charges, and provides little information about the underlying Department
of Justice charges. The decision in this case was appealed directly to the Supreme Court,
resulting in another narrow ruling, United States v. Goldman, 277 U.S. 229; 48 S. Ct. 486;
72 L. Ed. 862 (1929). Fortunately, the record of this case preserves the charges made by the
Department of Justice. The discussion that follows is drawn from that record.

88. While the Information in Contempt referred to the N.C.R. model 1000 as a “knocker,”
it appears merely to have been an inexpensive register, rather than a copy of the Remington
machine. The model 1000 series was the first register to be powered by an electric motor. De-
veloped by Charles Kettering, it predated the Remington entry, and continued in production
for 40 years. See “NCR Corporation historical highlights,” AT&T press release, September
22, 1993, http://www.att.com/news/0993/930922.nca.html, visited August 27, 2002.

89. One unclear example is the following:

Said Hendrickson then and there stated that he could sell said Gelsinger said Remington cash
register for $125.00, and then proceeded to show said Gelsinger how it was possible to reset
the adding wheels of said cash register without the control key, and also made said cash register
give an incorrect total, through trickery, or through the fact that said cash register had been
tampered with in order to make it appear defective . . . (United States v. Jacob A. Goldman,
et al., Record for D.C. U.S., Southern Ohio, Information, available on Microfiche at the Ohio
State University Moritz Law Library, at 20).

The Information in Contempt summarized the alleged wrongdoing as follows:
That by reason of the wilful, wrongful, and illegal acts committed by the several persons

named as defendants herein, manufacturers of cash registers competing in interstate and for-
eign commerce with the cash registers of said The National Cash Register Company, above
named, and especially the Remington Cash Register Company, Inc., . . . and salesmen for all
such competing cash registers, whether new or second-hand cash registers, including salesmen
for Remington cash registers, have been greatly harassed in the sales of their cash registers; have
had sales of the cash registers cancelled; have had purchasers thereof refuse to make further
payments upon their purchase price, and have thus forced the companies and their salesmen to
retake such cash registers, thus causing loss to them; by reason whereof such manufacturers of
such competing cash registers, and the salesmen for such competing case registers, have suffered
great loss and damage in the manufacture and in the sale of such cash registers . . . (at 17).

90. The Department of Justice was not the only antitrust agency to pursue National
Cash Register during the 1920s. On June 23, 1925, the Federal Trade Commission issued
a complaint against the company, memorialized in Federal Trade Commission Decisions,
12 F. T. C. 510, December 15, 1928. We are indebted to Don Clark, Secretary of the
F. T. C., for this information.

The F. T. C. charges were familiar: “Spying on competitor, disparaging and misrepresent-
ing competitor or its product, tampering with the product of competitor, inducing breach of
competitor’s contracts and enticing competitor’s employees; in conjunction with the man-
ufacturer and sale of case registers and other machines similar in character.” The reference
of the singular “competitor” suggests that the F. T. C. was responding as well to complaints
from Remington.

The complaint was ultimately dismissed following a trial before the Commission. As in
the Justice Department proceeding, N.C.R.’s activities had moved from illegal to simply
tough competition.

http://www.att.com/news/0993/930922.nca.html
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THE MORTON AND INTERNATIONAL
SALT CASES: DISCOUNTS ON SALES
OF TABLE SALT

John L. Peterman

ABSTRACT

A study of the price discounts granted by Morton Salt Company and other
producers of table salt in the U.S. on their sales of table salt to grocery
wholesalers and retailers. The discounts were found to be illegal under the
Robinson-Patman Act by the Federal Trade Commission and the Supreme
Court. The Commission and the Court believed that the discounts were
unjustified price concessions granted to “large” buyers, consistent with
the concerns of the Robinson-Patman Act. However, the evidence indicates
that the most common discount – the “carload discount” – was received
by virtually all buyers, regardless of the buyer’s size; the other discounts –
“annual volume” discounts – though received primarily by “large” buyers,
were likely cost based. The history of the discounts and likely reasons why
they were granted are explored in detail.

1. INTRODUCTION

In this paper, I discuss theMortonandInternationalsalt cases. These cases involve
a challenge by the Federal Trade Commission (FTC) to discounts that Morton (and
the other salt producers) granted on their sales of table salt to grocery wholesalers
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128 JOHN L. PETERMAN

and large grocery chains. The discounts were found by the FTC to harm competition
in resales of salt between buyers who allegedly received discounts and those who
did not. The Supreme Court in itsMorton decision broadly supported the FTC’s
approach to the regulation of price discrimination under the Robinson-Patman Act,
which in turn gave strong support for the FTC in future cases.

Detailed analysis of these cases indicates that certain of the discounts – the “car-
load” discounts on which the Supreme Court focused its findings of competitive
injury – did not exist in practice; and that other discounts – annual volume dis-
counts granted primarily to the large grocery chains – that also were found to injure
competition were most likely cost based. The FTC and the Court found that the
annual discounts were not cost based. Part of the reason for this relates to revisions
to their annual volume discounts that the salt producers jointly adopted just after
passage of the Robinson-Patman Act. These revisions did not reflect changes in the
character of salt distribution, but appear instead as efforts by the producers to avoid
an FTC challenge; and if challenged, to provide a “better” defense. The upshot,
however, was to make the companies’ efforts to cost justify their annual discounts
very hard to understand and to raise suspicions about the industry’s pricing.

The FTC issued its complaint against Morton Salt Co.1 in 1939 and against
International Salt Co.2 in 1940, charging that the carload and annual volume
discounts they granted on sales of packaged table salt violatedSection 2.1of
the Clayton Act as amended by the Robinson Patman Act. FTC interest in these
discounts arose from complaints of wholesalers who did not purchase sufficient
salt to secure the annual volume discounts granted by the salt companies.3 Morton
and International were the two largest producers of dry salt in the United States
and the FTC may have felt that success against them would make it easy to
secure the elimination of similar discounts granted by the other salt companies.
At the time, 13 companies produced table salt besides Morton and International.4

When the Supreme Court in 1948 upheld the FTC’s decision that Morton’s
discounts were illegal, all of the other salt producers abandoned their discounts.
International also abandoned its discounts in 1948, although it was not until 1952
that the FTC issued its decision that International’s discounts were illegal. My
primary aim in this paper is (l) to discover why discounts were granted by the salt
producers and (2) to discuss their treatment by the FTC and the Courts.

1.1. The Robinson-Patman Act

The Robinson-Patman Act reflected a change in attitude to government regulation
of price discrimination. Previously the aim seems to have been to protect the small
competitor from predatory price-cutting by the large competitor. The new aim was
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to protect the small buyer from the large buyer who it was believed used his power
to secure advantages not available to the small buyer. This concern is reflected in
the Supreme Court’s opinion inMorton:

The legislative history of the Robinson-Patman Act makes it abundantly clear the Congress
considered it an evil that a large buyer could secure a competitive advantage over a small buyer
solely because of the large buyer’s quantity purchasing ability. The Robinson-Patman Act was
passed to deprive a large buyer of such advantages except to the extent that a lower price could
be justified by reason of a seller’s diminished costs due to quantity manufacture, delivery or sale,
or by reason of the seller’s good faith effort to meet a competitor’s equally low price. Section 2
of the original Clayton Act had included a proviso that nothing contained in it should prevent
“discrimination in price. . . on account of differences in the cost of selling or transportation. . .”
That section has been construed as permitting quantity discounts, such as those here, without
regard to the amount of the seller’s actual savings in cost attributable to quantity sales or quantity
deliveries. . . The Committee considered the. . . Robinson-Patman Amendment to [Section] 2
of great importance. Its purpose was to limit the use of quantity price differences to the sphere
of actual cost differences. Otherwise. . . such differentials would become instruments of favor
and privilege and weapons of competitive oppression.5

The cases against Morton and International fit this concern in this sense: the major
grocery chains secured the annual-volume discounts on table salt and they were
the same buyers proponents of the Act pointed to as examples of large buyers said
to obtain unjustified concessions from suppliers. But whether the FTC believed
that the discounts reflected buying power of the chains or stemmed from other
causes remains an open question. The records and opinions inMortonandInter-
nationalcontain no analysis, arguments or statements suggesting why discounts
were granted. What is clear is that in the end they were not found to reflect cost
differences.

The evidence inMorton begins in late 1936 – after passage of the Robinson-
Patman Act – and continues into 1942 when testimony was completed. This is also
true for International, except that testimony in this case continued into 1944. In
Morton, the FTC focused primarily on the pricing of its familiar Blue Label table
salt (hereafter BL salt). BL typically sold for a premium over other brands. BL
also was sold under an annual volume discount structure that in certain respects
differed from that which covered Morton’s sales of its other table salt. The latter
discount was the same as that granted by all producers on their sales of table
salt to wholesalers and chains. This other salt was sold in standard weights and
packs, and from all accounts no one of these products secured a premium over
any other.

Basically two types of discounts were challenged inMortonandInternational.
The first involved various discounts relating to what the trade called “carload”
purchases. The second involved discounts based on the buyer’s annual purchase
volume.
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1.2. The$1.50/$l.60 Differential in the Price of BL Salt

In April of 1937, Morton changed the size of its BL containers and from then until
at least the completion of testimony in 1942, BL was priced (at list) at $l.60 per
case for what was termed a “less carload” sale and at $l.50 per case for a “carload”
sale. The FTC and the Supreme Court found this differential illegal, apparently
believing that only large buyers capable of ordering in carload lots paid $l.50.
These buyers were said to secure a significant competitive advantage over small
buyers unable to purchase in carload lots and who therefore paid $l.60. In fact,
Morton charged $l.50 per case to any buyer whose order, regardless of its size, was
shipped in a carload, and it was almost invariably the case that small orders were
combined or pooled by Morton’s sales reps so that only carloads (called pool cars)
were shipped. Virtually all buyers whether “large” or “small” paid $l.50. The $l.60
rate was charged only on rare occasions when an order for less than a carload was
not pooled and was shipped in less-than-a-carload. The evidence indicates that the
higher price charged for these orders reflected higher freight costs for less-than-
carload shipments. InSection 3, the $l.50/$l.60 differential and how it was handled
by the FTC and the Supreme Court are discussed. The Supreme Court centered its
analysis of the legality of all of the Morton’s discounts on this differential.

1.3. The Carload Discount on Other Table Salt

At different times and covering sales in particular geographic areas, Morton,
International and several of the other salt producers published a discount (of
about 5%) available to a buyer who individually ordered a carload of salt (called a
straight car order) from the price charged to each buyer whose order was included
in a pool car. From the earliest date of record until at least the completion of
testimony inMorton, no such discount applied on BL salt: all BL orders whether
shipped in straight or pool cars were priced the same (at $l.50). The FTC alleged
that Morton’s grant of this discount on its sales of other than BL salt (and by im-
plication the grant of this discount by any other producer) was illegal again largely
because “large” buyers capable of ordering straight cars secured an advantage over
“small” buyers whose orders were pooled and who therefore paid a higher price.

Although it is not clear exactly when the initial efforts were made to establish
this discount, the evidence indicates that it did not exist in practice throughout
the country by 1936, when the evidence inMortonandInternationalbegins, and
throughout the time covered by the FTC’s proceedings. What happened is that the
discount, although occasionally published as applying only to straight cars, was
extended in practice to any buyer whose order was shipped in a pool car. As a result,
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virtually all buyers received the “discount.” This was the same practice that Morton
followed in pricing BL. The carload discount on other than BL salt is discussed
in Section 4.

1.4. The Annual Volume Discounts

Annual-volume discounts were in effect during the time covered by the FTC’s
investigations. These were all found illegal. Morton granted a buyer of 5000 cases
or more (up to 50,000 cases) of BL per year a discount of 10 cents per case. A
buyer of 50,000 cases or more of BL per year was granted a discount of 15 cents
per case. On sales of all other table salt, each salt producer including Morton
granted a discount of about 5% (commonly five cents per case for many standard
containers) to a buyer who purchased from the seller $50,000 or more of table salt
per year. It was typically the case that a buyer who secured this discount from one
producer by purchasing $50,000 or more per year from it also received the discount
on his purchases (regardless of amount) from any other producer from whom the
buyer obtained salt.6 Both International and Morton defended their annual-volume
discounts on grounds of lower costs but these efforts failed.

The $50,000 discount was adopted by all producers in 1936, just after passage
of the Robinson-Patman Act. It reflected a change in the discount that the
producers granted during the NRA (beginning in 1933) and which they continued
after the demise of the NRA (in 1935) up until passage of the Robinson-Patman
Act in 1936. The change in the discount adopted by all producers in 1936 was
in part a response to the passage of the Robinson-Patman Act: it was an effort
that the producers believed would reduce the chances that their discount would
be challenged; and if challenged, would provide a “better” defense. This effort
obviously failed. InSection 2, background on the producers’ practices during the
NRA is presented; then inSection 5, the annual-volume discount as it existed dur-
ing and after the NRA up until passage of the Robinson-Patman Act is discussed.
Without this background, the $50,000 discount that the FTC challenged inMorton
and International is difficult to understand, as are the testimony and the cost
justifications that Morton and International advanced in support of it. InSection 6,
the case against International is discussed; and inSection 7, the case against
Morton is discussed.

1.5. Possible Reasons for Annual Discounts

The concern expressed by the Supreme Court in the earlier quotation from its
Mortonopinion might be taken to mean that large buyers will typically secure prices
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below those paid by small competing buyers and that these price differences will
not reflect cost differences. “Large” has different meanings in different contexts.
Suppose producers are competitive and that there is a dominant buyer (or group
of buyers acting jointly) and a fringe of small competing buyers. The dominant
buyer, by entering all-or-nothing contracts with producers, might be able to buy
at prices below the fringe. InMorton and International, the facts seem too far
removed from buyer dominance for this to provide a plausible explanation of the
discounts.7

If producers are competitive and buyer dominance is ruled out, a discount
systematically and persistently granted to the large chains would be expected
to be cost based. However, if the producers are not competitive, the discount
could reflect lower costs, or price discrimination. Price discrimination could be
because the large chains’ demand for salt is more elastic than that of wholesalers
and the producers take advantage of this (which seems unlikely, although if true,
the producers might be expected to defend their discount), or because the large
chains, by threats to shift large purchase volumes away from particular producers,
or by other bargaining behavior, are able to secure price reductions not available
to the typical wholesaler. Such price reductions reflect increased competition
among the producers, which they would not be expected to favor, although the
producers may nonetheless defend their discount to help avoid possible damages
arising from private litigation under the Robinson-Patman Act.

During the NRA, the producers jointly adopted prices and legally enforced
them, including a discount to the large chains. Individual threats by the large chains
to shift business away from particular producers or other bargaining behavior
would not be expected to succeed in securing lower prices. Consequently, at that
time, a discount to the large chains could have been cost based, or discriminatory
and based on a difference in the elasticity of demand between the large chains
and wholesalers.

After the demise of the NRA, the producers began to compete much more
aggressively, but continued to grant a discount to the large chains. This discount
was revised and jointly adopted by all producers just after passage of the
Robinson-Patman Act. Morton also granted a discount on BL to the large chains
after the Robinson-Patman Act was passed. In this setting, the discounts could
be cost based, or a continued reflection of price discrimination. If discriminatory,
this could have stemmed from the chains’ threats to shift their purchases among
the producers (or their use of other buying strategies not available to the typical
wholesaler), or because the chains’ demand was more elastic than that of whole-
salers.8 My aim is to discover whether the discounts that the FTC challenged are
better explained by lower costs or price discrimination, regardless of what might
be the underlying cause of the discrimination. My answer is lower costs.
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2. THE NRA PERIOD 9

2.1. Introduction

The Act creating the NRA empowered members of an industry to draw up a code
that, once approved by the NRA authorities and the President, became binding
on the industry. Members of the salt producing industry agreed on a code that
took effect on September 17, 1933. Under the code, a variety of competitive
practices that the producers had in the past sought to control, apparently without
success, were identified and restrictions on these practices were made binding.
NRA officials had directed the producers to state absolutely

‘It shall be considered unfair trade practice to. . .’ then list the things you don’t want [the
producers] to do. That is one of the advantages of your having a code. . . Give your committee
all the power you think you are going to need. . . [T]he general principle of control of
the industry by committee does apply, in actual fact your committee is being delegated by the
Administration to administer your code.10

The committee referred to (the Code Committee) was responsible for admin-
istering and interpreting the code. Decisions reached by it were binding on
the industry, providing that the NRA was in agreement. No business practice
prohibited or regulated by the members and incorporated in the code, nor any
ruling or interpretation by the Code Committee, was reversed by the NRA.

2.2. Provisions of the Code

The code states that:

Time and experience have developed an orderly method of marketing under which the producers
in each producing field publish their prices in their respective marketing fields; and this industry
declares its policy to be that such practices shall be continued. Each producer in each field of
production shall individually publish to the trade and to the Code Committee the prices at which
he will sell. Any producer may change his prices provided ten days’ prior notice thereof be
given to the Code Committee. The minimum prices published in any marketing field by any
producer in that field shall be the lowest prices at which any producer may sell in that field.11

Salt was commercially refined in New York, Ohio, Michigan, Kansas, Texas, Utah,
Louisiana, Oklahoma and California, and the code assigned a “natural marketing
territory” to the producers in each of these states. The Code Committee ruled that
“until such time as the industry could be guided by further experience, it would
be advisable to continue the fields [territories] as they were prior to the adoption
of the code.”12 Continuation of territories established before the code held with
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Fig. 1. The Salt Producers’ Territories, 1934.

one exception. Texaco Salt Products Co. entered production just before the code
was adopted, and it was assigned Oklahoma and parts of Arkansas as its marketing
territory. Texaco ceased production in 1936, after which its territory was reassigned
to the producers to whom this area had been assigned before Texaco entered.13

The boundaries of the territories are shown inFig. 1.

2.3. Pricing

Price scales or lists were published by the producers in each producing state to
cover sales in their respective marketing territories. The published prices and other
terms of sale adopted by the producers in a given state for sales in their territory
were identical. The price lists applicable to a territory were submitted to the Code
Committee which circulated them to all other producers. Since any producer in
one territory shipping salt into another was required by the code to sell at prices
no more favorable than those of the producers into whose territory such shipments
were made, “outside” producers simply reproduced as their own the price lists of
the producers within whose territory shipments were made.

Most salt (about 90% of total shipments) was sold on a delivered-price basis.
Rail freight rates were published by International for each destination in New York
and Louisiana territories, and by Morton for destinations in all other territories.
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The rate-books were used by all producers and showed freight costs from each
producing state to any destination within a given territory. In general, freight costs
from a producing state to destinations within its “natural marketing territory”
were typically lower than freight costs from another producing state.

Table salt items sold primarily to grocery wholesalers and retail chains were
sold in each territory at a uniform delivered price (called a blanket price). The
delivered prices for these items did not vary with freight costs. Producers in one
territory could sell table salt in another territory but only at blanket prices that
were no more favorable than those of the producers into whose territory such
sales were made. For other types of salt, delivered prices in a given territory
were equal to the f.o.b. plant prices of the producers in the territory plus the
lowest freight cost from any producing state to any destination in the territory.
In Kansas-Michigan territory, delivered prices were the f.o.b. prices published by
the Kansas and Michigan producers for this territory plus the lowest freight cost
from any producing state to any destination in Kansas-Michigan territory.

In Louisiana, the plants were not close to each other. Freight costs were
published from each plant to destinations in the territory, and the delivered price
to any destination was equal to the f.o.b. plant price (which was the same for
each Louisiana producer) plus the lowest freight cost from any producing point.
The differences in plant locations influenced delivered prices only within a fairly
narrow area around each plant. Beyond these areas, either by agreements with, or
competition among, the railroads, freight costs to most destinations in Louisiana
territory (or to other territories from Louisiana) were the same regardless of the
plant from which shipment was made. In general, freight costs for shipments from
one territory to destinations in another did not vary in relation to the locations of
the plants in the state from which shipments were made.

At the Code Hearings, Daniel Peterkin, Sr., President of Morton Salt Co.,
referred to what he considered abusive practices that had developed in the industry:

Chief among these abuses has been the cutting of published list prices – secretly, by means of
discounts, rebates, concessions of one sort or another, and the dumping of salt by a producer
in one field into the field of another producer by extravagant absorption of transportation costs
– in many instances at less than his fair cost and at prices lower than those made by any of
the producers whose natural marketing territory it may be. We believe that the adoption of the
proposed code by the industry. . . will be of great assistance in correcting the abuses above
referred to, along with many other abuses which it may not be necessary to particularize here.14

The prices initially published for each territory when the code took effect were list
prices published in late 1932. These prices still existed but were the prices largely
ignored before the code. The plan was to require sales at these prices “until the
Code has been in effect for a sufficient length of time to determine future costs.”15

As far as I could discover, the initial list prices were not changed during the NRA.
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At a meeting of the Code Committee on September 13, 1933, just after the
code was approved, members were notified that the

Code prohibits any sale of salt on or after September 18, 1933 at other than the producers’
established prices and prohibits any secret allowance by way of discount, brokerage, storage or
advertising. Any departure from the above or from any other code provision will be a violation
of the Code.

Some contracts for salt had been entered prior to the code’s effective date and
continued after it. Some of these contracts contained price and other terms that vi-
olated the code. The producers were given until October 18 to revise any contracts
or agreements with buyers whose terms differed from those effective on September
18, so that sales made after October 18 would conform to code. This was done
but not completely, and some contracts whose terms violated the code continued
beyond October 18. The terms and expiration dates of these contracts were
circulated among the producers, indicating to each producer what transactions
were permitted and for how long at terms that did not comply with the code.

2.4. Trade Practices

The code specified that “published prices shall include terms of payment, length
of bookings or contracts, whether prices are guaranteed against decline and such
other provisions as may be necessary to fully inform the trade of all conditions of
sale.”16 The code provided that

terms of sale shall be fully stated and strictly adhered to and invoice shall show same. There
shall be no discrimination between customers. Difference in price based on difference in grade,
quantity, quality, selling or transportation costs, or made in the same or different communities
in good faith to meet competition, shall not constitute discrimination.17

The code lists “unfair trade practices” that were prohibited. The prohibited prac-
tices were common competitive practices before the code:

(1) Variations from openly and publicly announced prices and terms.
(2) Secret allowances by way of discount, brokerage, storage, or advertising.
(3) Variation from openly announced grade or package differentials.
(4) Substitution of grades or packages.
(5) Delayed billings.
(6) Rebates or other similar allowances by any name or of any nature.
(7) Storage of salt in customers’ warehouses.
(8) Special services or privileges to certain purchasers when not extended to all

purchasers under like terms and conditions.
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(9) Offerings of saleable gifts or prizes.
(10) Free deals to any class of purchasers or prices made in combination with any

product or commodity.
(11) Inducing or attempting to induce a breach or cancellation of a contract be-

tween a competitor and his customer.
(12) Giving of gratuities or special concessions to buyers, or rewards, or payments

to the employees of buyers or distributors, or the lavish entertainment thereof.

These provisions were to prevent erosion of published prices by methods often used
before the code. Complaints by producers that their competitors were engaging
in any “unfair trade practice” were investigated by the Code Committee, and its
decisions were binding, if approved by the NRA (which never overturned any
decisions by the Code Committee).

2.5. Selling Practices During the Code

On sales of table salt to wholesalers and chains, marketing provisions typically
defined the booking period (usually 30 days), provided no protection of floor stocks
against price declines, guaranteed buyers against price declines on shipments made
within ten days before the effective date of any such decline, specified check-out
allowances,18 provided that buyers were required to pay stop-over charges on pool
cars,19 specified terms of payment, etc. The available evidence suggests that such
terms differed only slightly, if at all, across territories. On any contract calling for
shipments into more than one territory, it was required that the buyer be billed at
the prices and terms applicable to each territory into which shipments were made.

The common grades of salt offered by the various producers were extremely
close substitutes in demand and only slight price differences would induce shifts
by buyers and competitive responses by other producers. The code’s prohibition of
“unfair trade practices” was an effort to prevent what had been common methods
to cut prices from published list. Payments for storage of salt in customers’
warehouses, shipments made with billings delayed, shipments to buyers on
consignment (the salt being paid for after resales were made), assistance to
buyers’ advertising, billing for particular grades but substituting higher grades,
rebates, etc. were all means by which one producer could expand his sales (if not
detected and met by competitors).

All such practices were prohibited by the code. Sales of private-label table
salt were also discontinued, possibly because such sales were more subject to
“abuse” through label allowances, or other means. All invoices were to show all
terms of sale and items purchased; and copies of invoices were to be saved and



138 JOHN L. PETERMAN

made available to the Code Committee should any dispute arise. Morton had for
a time issued invoices showing that the price was subject to “published quantity
discount.” This brought forth a complaint by a competitor on the ground that the
practice was subject to abuse. The Code Committee recommended that henceforth
all invoices reflect the exact discount granted. This recommendation was followed
by all producers.

Trade practice complaints were investigated by the Code Committee, which
decided whether a particular practice violated the code. As just one example, the
Code Committee reached the following decision at its meeting in October 1933:

On it being brought to the attention of the Code Committee that salt salesmen have been paying
jobbers and jobbers salesmen for accommodation incidental to their calling on trade and which
payments have opened a fertile field for rebates in violation of the Code. . . the Committee voted
that such allowances be discontinued.20

Similar bans were placed on charitable contributions made on behalf of customers,
payments made for a customer’s advertising, giving samples larger than specified
amounts, and shipments on consignment.

2.6. Brokerage

Virtually all of the salt companies used brokers to distribute part of their output.
Prior to the code, some producers paid brokers’ commissions that exceeded
brokers’ costs with the understanding that part of the commission would be paid
to buyers. There are a number of examples occurring before the code suggesting
that such payments were used to compete.21 At times buyers were granted
brokers’ commissions with the understanding that the buyers would perform no
brokerage services.

The Code Committee sought to restrict the producers’ use of brokerage to cir-
cumvent the code’s price and marketing provisions. It was ruled that the producer
was responsible for the acts of his agent, and that any sale by a broker had to be
made at the published prices and terms that would apply if the producer had made
the sale. A code violation by an agent was considered a violation by the producer.

The Committee also proposed a uniform broker’s contract that contained
specified brokerage rates for each item sold. This contract was adopted by all
producers and replaced outstanding brokers’ contracts containing different terms
or commissions. The contract, besides specifying that sales by the broker must
conform to the price and marketing provisions published by the producer, also
forbade the direct or indirect rebate of any broker’s commission to a buyer,
provided for cancellation in the event of any code violation, and required that
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the producer invoice the buyer directly on any sales made through a broker. A
buyer of salt also could not be appointed as a broker.22 The intent was to prevent
brokerage payments directly to buyers that provided a means to sell below list.23

2.7. Bulk Salt

Salt in bulk (salt shipped loose or unpackaged in a carload) was sold to what the
trade called consumers – those who used the salt directly in some manufacturing
process. Bulk salt was sold in full carloads only, was priced separately by the
producers, and during the code was sold only to buyers who entered contracts in
which they agreed not to resell or divert to other than their own use the salt so
acquired. The price scales of all producers contained marketing provisions that
prohibited bulk sales to other than recognized consumers. Bulk salt was cheaper
(per unit weight) than table salt, probably because of competition from brine, which
was not regulated by any code.

During the code, certain consumers who violated their contracts by reselling
part of their bulk purchases were denied future supplies – until they provided
greater assurance that they would no longer resell any part of their purchases – and
certain buyers who before the code were not consumers but had been buying bulk
salt and reselling it in packaged form were no longer able to do so. Complaints
were filed to the NRA authorities by buyers who were denied bulk salt. The NRA
supported the industry’s position.

2.8. Discounts

During the code, discounts from list prices were granted to what were called
“quantity buyers.” Each discount was published by the producers in each territory
as was a list of buyers certified as eligible to receive it. Certification that a buyer
was eligible for a discount was made either by an individual producer (subject to
verification by the Secretary of the Salt Producers’ Association, hereafter SPA)
or by the Secretary of the SPA. A list of certified buyers in each territory was
circulated to all producers by the Code Committee. No producer in one territory
could add to the list of eligible buyers or grant a discount larger than that published
by the producers in another territory on sales in that territory.

Each discount was based on the buyer’s aggregate purchases of a particular type
of salt fromall producers over the past 12 months. Once a buyer was certified, the
discount took effect in 10 days. All producers then granted the discount on any
sales made to the certified buyer after the effective date. Each producer’s published
price list indicated that a particular discount would be granted to any buyer
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whose aggregate purchases from all producers met the specified requirement.
This satisfied the code requirement that the individual producer publish the terms
at which it would sell and abide strictly by them. To discount to any buyer who
was not certified and whose identity had not been circulated to all producers was
a code violation.

One discount was granted on “bakers”’ salt sold to baking companies that had
purchased 1000 tons or more during the past 12 months. A bulletin from Interna-
tional Salt Co. to its sales department and to the Code Committee dated December
13, 1933 indicates that “we have ascertained that the following buyers have
taken 1000 tons or more during the past 12 months” and lists seven large bakery
companies eligible for the discount on baker’s salt. The bulletin goes on to note that

it is required to certify that [the buyer] individually purchased 1000 tons or more during the
past 12 months, unless our sales records disclose that to have been the case. Should our records
not confirm such fact, then certification of the buyer shall be subject to confirmation through
the Secretary of the Salt Producers Assn.

International’s list was circulated to all producers and any sales to these buyers
in New York and Louisiana territories (where International produced salt) were
discounted. By Jan 29, 1934 four other bakery companies were qualified by other
producers or by the Secretary of the SPA and their names also were circulated
to all producers. The list of baking companies eligible for the discount was
uniformly adopted in all territories.24

A similar discount was granted to “quantity buyers” of table salt. This discount
is discussed in detail later in this paper.

2.9. The Producers

Listed below are the producers of vacuum-pan salt by territory. These firms were
also the major producers of medium salt. The list excludes very small producers
of medium salt only. All territories except Kansas had three or fewer producers.
Kansas had five producers:

Louisiana: Myles, Jefferson Island, and International
New York: International, Watkins, Worcester
Ohio: Colonial, Ohio Salt Co., Union
Michigan: Hardy, Diamond Crystal, Morton
Kansas: Barton, Carey, Morton, American, Diamond Crystal
Texas: Morton
Utah: Morton
Oklahoma: Texaco
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The NRA file contains no information on the production of the various firms, and
the FTC’s investigations did not collect this information systematically. Production
information that the FTC did collect reflects the output of evaporated salt (vacuum-
pan and medium salt) by some of the firms in 1936 or 1937. The information that
exists on the output of the various producers relative to total production in each of
the different producing states, and relative to U.S. production (excluding California
production) is given inAppendix C.

The available information is summarized below. The major producers of evap-
orated salt, and the production of each relative to total production in the various
producing states and in the U.S. (excluding California), are given inTable 1.

The estimates of output of the listed firms account for about 80% of U.S. pro-
duction (excluding California) reported by the Bureau of Mines. The discrepancy
between the estimates and total output reported by the Bureau of Mines is accounted
for in part by the absence of production figures for American Salt Company and
for certain producers of medium-salt only, by possible overstatement of Morton’s

Table 1. Production Shares by Firm by State and for the United States,
Excluding California, 1936, 1937.

Firm Production Share: Producing State Production Share: U.S., Excluding Calif.

Jefferson Island 70.0 (Louisiana) 2.6
Myles >0.0 (Louisiana) >0.0
International 13.0 (Louisiana) 8.5

43.5 (New York)
Colonial 24.2 (Ohio) 4.6
Ohio salt 45.9 (Ohio) 8.8
Union 29.9 (Ohio) 5.7
Watkins n.a. (New York) n.a.
Worcester n.a. (New York) n.a.
American n.a (Kansas) n.a.
Barton 17.0 (Kansas) 1.9

3.9 (Kansas-Michigan)
Carey 26.0 (Kansas) 3.0

6.0 (Kansas-Michigan)
Hardy 6.8 (Michigan) 2.3

4.6 (Kansas-Michigan
Diamond crystal n.a. (Michigan) 8.1

16.7 (Kansas-Michigan)
Morton n.a. (Michigan) 22.1

68.8 (Kansas-Michigan)
100.0 (Texas)
100.0 (Utah)
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California production, and perhaps under reporting of output by various producers
to the FTC (which only requested estimates).

All in all, although they are not very complete, the figure suggest that output
in each territory was concentrated in a small number of producers, so that during
the code the joint setting of prices in each territory could have occurred, and
take account of the effect that any rise in price in one territory would have on
shipments from other territories. If so, marginal production costs in each territory
could have equaled marginal revenue (net of freight) to any destination to which
shipments were made. During the code, marginal revenue would likely be below
price, and a restriction in output would have occurred.

In 1933, prices of vacuum-pan salt (exclusive of container costs) averaged
$6.20 per ton.25 The code took effect in mid-September 1933, but contracts
previously entered at prices below list prices when the code took effect were
permitted to continue into October, 1933 and for some of them longer than this.
The NRA file also mentions that buyers bought heavily in anticipation of the code.
It was reported (in February, 1934) that these stocks “had not yet been cleared
from the merchant’s warehouses.”26 During 1934, which is the only full year of
operation under the code, output declined by about 13.2%, and the average price
per ton increased by about 4.2%, from the levels existing in 1933.27 If demand had
remained constant or declined and the producers were behaving competitively, the
price increase in 1934 would not be expected if marginal cost was either constant
or increasing with output, unless costs shifted up in 1934 relative to 1933. If
demand had increased, the reduction in output would not be expected. Whether
factors existed in 1934 that caused costs to shift up relative to 1933 is not known,
although it is doubtful. In 1936 and 1937, when the influence of the code might
be expected to have lessened, output increased on average by about 16.7% per
year from that in 1934, and prices fell on average by 7.2% per year, which would
not be expected if the producers had been behaving competitively during the code
and marginal cost was either rising or constant.28

2.10. Events After the Code

The NRA and the code came to an end in Spring 1935. However, the producers tried
to continue on a voluntary basis the bans and restrictions they had adopted dur-
ing the code. Meetings of the Code Committee continued in subsequent months,
although this Committee was then called the Executive Committee of the SPA.
Published prices and terms of sale continued to be set by the producers in each
territory, and in each territory the published prices and terms of sale of the various
producers were identical. Producers shipping salt from one territory into another
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continued to publish the prices of the producers into whose territories such ship-
ments were made. If published prices that existed during the code were continued
after it, competition would be reflected through the producers again adopting the
competitive practices that the code had banned.

Some practices prohibited by the code reappeared after the code ended.
Haddock mentions that bulk shipments to packagers began to appear toward the
end of the code, and by the time evidence from the FTC’s investigations begins
(in 1936), this practice seemed fairly common (although no details exist). Sales
of private-label table salt also reappeared as a common practice. In March, 1937
the discount to baking companies and to butter and margarine producers who
had been identified as “quantity buyers” were withdrawn in all territories,29 and
I believe that when this occurred, the prices that had been charged to “quantity
buyers” only were extended to all buyers. This is consistent with the possibility
that these discounts were discriminatory during the code. However, the discounts
to “quantity buyers” of table salt continued after the code ended.

Haddock notes that toward the end of the code:

[a]s the producers began to discover that violations of the price filing requirements. . . were hard
to prove and that punishment was at most uncertain, some of them again commenced to allow
secret discounts or other price concessions to certain buyers. By August 1935, the practice of
granting discounts from published prices became serious.30

How serious is not known, although the previous figures on prices in 1936
and 1937 probably suggest the extent on average for all types of salt. Several
International bulletins that appeared during the FTC’s proceedings indicate that
the prices of table salt in cartons had at times, and in particular geographic areas,
fallen substantially. In the trial against International, the FTC submitted invoices
as evidence of what appeared to be discounts granted to particular buyers and not
to others. In response, International indicated that these invoices, which had been
issued after the Robinson-Patman Act was passed but contained orders taken
before then, reflected sales made at prevailing market prices. In support, bulletins
to its sales force containing instructions on what prices to charge for table salt were
submitted, and the prices reflected in the bulletins were shown to correspond to
the prices appearing on the invoices. The discounts appearing on the invoices were
often expressed as percentage reductions from published list, but very commonly,
after November 1935, as list minus one or more discount units – each unit being
a fixed amount of money equal to about 5% of list. One such bulletin was issued
in February 1936 covering sales of table salt in Alabama, Florida, Georgia,
Mississippi, Tennessee and South Carolina, all within Louisiana territory:

Effective as of February 19, 1936 – we will allow six regular Unit Discounts. . . from net
published list to the Jobber direct. . ..
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In the event you are allowing to any resale buyer discount either as units or percentages, in
any amount in excess of what six regular unit discounts would figure, then you are to reduce
such discounts immediately to an amount equal to six units. This we will do immediately
without any protection to any customer enjoying such greater discounts. We are allowing these
excessive discounts because the market has been demoralized in some instances to this extent,
feeling that all customers should be treated alike.

These discounts will apply on shipments. . . on or before March 13, 1936. Any business
accepted as sold for shipment March 13 and thereafter or until further notice our. . . discount
will be five (5) units.31

On March 23, 1936, a bulletin was issued reducing the above discount to three
units; and on April 21, the discount of three units was extended to sales in North
Carolina and parts of Kentucky.32 There is also a bulletin issued on May 25,
1936 reducing table salt prices by one unit in Texas.33 Also on May 25, a bulletin
announces that a discount from list of 20% on table salt throughout New York
territory was to be reduced to 15% until further notice.34

Similar examples involving sales in other territories are not available, although
lower prices in New York, Louisiana and Texas territories would provide an
incentive to divert sales to Ohio, Utah, Michigan and Kansas territories, causing
prices in them to fall. There probably were such cuts, although whether they were
of the same magnitudes as those in New York or Louisiana is not known. The six
discount units previously noted were approximately 30% of list.

During the FTC’s proceedings against Morton and International, most invoices
submitted as evidence covered periods after 1936, and reductions from list appear-
ing on them (and not explained or alleged to be annual-volume discounts applicable
only to particular buyers of table salt) were explained, through the testimony of
Morton’s and International’s officials, as price reductions granted generally to
buyers within some fairly broad geographic area. Such reductions were common.

With the above as background, I now turn to consider the FTC’s cases against
Morton and International, beginning with the $1.50/$1.60 differential on BL and
then turn to the producers’ carload pricing practices. Substantial evidence on
either of these issues was not uncovered during the NRA, so most of the evidence
begins in 1936, when the FTC’s investigations begin. I then will return to the
NRA and the discount to “quantity buyers” of table salt under the code.

3. THE $1.50/$1.60 DIFFERENTIAL ON BL SALT

3.1. Introduction

Except during the war years when requirements were raised to 30 tons, a carload
of packaged salt (or packaged salt mixed with bulk or loose salt) contained a



The Morton and International Salt Cases 145

minimum of 22–1/2 tons. Virtually all salt shipments during the years covered by
the case against Morton moved from plant to destination by rail in full carloads.

Although almost all shipments of salt moved in carloads, not all purchases
were individually of carload quantities. Very often they were not and instead the
car when landed at its destination contained the orders of several buyers. As a
general rule, full cars were shipped by the salt producers and, whether the car
contained the orders of several buyers (a pool car) or of a single buyer (a straight
car), moved at carload (CL) freight rates.

The distinction between straight and pool cars relates to one of two uses in the
salt trade of the term “carload discount.” In one case, the discount referred to a
lower price (per item) charged to a buyer ordering a straight car compared with
the higher price (per item) charged to each of a group of buyers whose orders
were pooled to make a carload. This discount bore no relation to differences in
freight rates to a given destination: both straight and pool cars moved at CL rates.
Throughout the FTC’s proceedings, Morton priced BL at $1.50 per case for any
straight or pool car order. Morton did not distinguish between straight and pool
cars in pricing BL.

“Carload discount” (or “carload” or “net” price) also referred to a lower price
(per item) when shipped in a carload and therefore at CL freight rates compared
with a higher price for orders shipped in less than a carload and therefore at
less-than-carload (LCL) freight rates. LCL freight rates were substantially higher
than CL freight rates. LCL shipments were rare and relatively unimportant. In
pricing BL, Morton distinguished between CL and LCL shipments. From 1937
until the Supreme Court’s decision, BL was priced at $1.50 per case for any CL
shipment, whether a straight or pool car. Morton charged $1.60 per case for any
order not shipped in a carload and thus whenever LCL rates applied.

3.2. Salt Company Selling Practices

One of the main functions of the sales forces employed by the salt companies was
to generate carload shipments, and this was done either by selling a straight car to
an individual buyer or by combining the orders of several closely-located buyers
(whether they be wholesalers or industrial users) sufficient when pooled to make-
up a carload. On pool car orders, the sales force would work out an agreement with
one of the buyers to be the consignee of the car, and the latter would notify the other
participants when the car arrived. The practice was that each buyer was responsible
for obtaining his salt from the car. Several of the salt companies also maintained
warehouse stocks primarily in large metropolitan areas. Carloads would be shipped
to the warehouse from which less than carload quantities would be picked-up by
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the various buyers. The salt companies including Morton charged buyers the same
price on orders picked-up from metropolitan warehouses as on orders shipped in
pool or straight cars.

On salt orders moving in carloads, each of the salt companies charged buyers a
delivered price equal to a plant price plus the carload freight to destination, except
for cases of table salt in cartons or cans for which each company, from 1936 to
1953, charged a uniform or blanket delivered price wherever shipped. Sales of
the latter were predominately to grocery wholesalers and retail chains. From at
least 1936 (the earliest date for which information is available) until August 1941,
Morton’s price lists (or scales) for orders moving in carloads indicate that all
orders for BL were to be sold at the same blanket price ($1.50 per case) whether
the order was for a straight or as part of a pool car.35

3.3. Testimony on the Ubiquity of the$1.50 Carload Price

That $1.50 per case of BL was charged to all buyers whose orders moved in a
carload was confirmed by the testimony and invoices of wholesalers that the FTC
presented to support its case, and by the testimony of D. Peterkin, Jr., the President
of Morton, and H. Stratford, the firm’s Sales Manager. Peterkin went so far as to
say that $l.50 was charged to all customers:

Q. Are all customers buying [BL]. . . paying $l.50 for that particular salt?
A. All customers are paying our published prices on Morton’s [BL] salt. $l.50 is the cost to any
customer, with the exception that there are some buying in [annual] quantities for which we
have lower prices published. . ..
Q. . . . But am I correct when I state that all customers in every state where that product is sold
are paying the list price of $l.50 per case, except those customers who get [annual] quantity
discount[s]?
A. With that exception, yes.36

Some difficulty in interpreting Peterkin’s testimony arose from what appeared to
be a conflict between what he said and what was stated on Morton’s carload scales
when they were republished in August 194l. In the republished scales the price of
$l.60 appears and is referred to as a “less-carload” price. Since these were carload
scales, this would normally be interpreted to mean that BL was to be priced at $l.50
when shipped in a straight car and at $l.60 when shipped in a pool car. However,
Peterkin testified that Morton’s policy did not change in 194l or subsequently and
that in practice $l.50 was charged on all shipments in straight or pool cars:

Q. I notice [from the new price scales] that the price of. . . BL . . . is $l.60 per case. Was there
an increase on that particular type of salt?
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A. No. The reason for that apparent discrepancy is that we republished our scales, and in doing
so we quoted. . . [BL] . . . at $l.60 less 10 cents, whereas we previously published the price at
$l.50 net.
Q. The list price is $l.60.
A. As a practical matter.
Q. That is right.
A. All customers pay $l.50.
Q. All customers get the 10 cents?
A. That is correct.37

Stratford, the sales manager, also testified (in 1942) that $l.50 was charged to all
buyers providing that their orders moved in carloads.38

Peterkin stretched things a bit when he testified thatall customers paid $l.50.
Morton was known to have a price of $l.60 and presumably some transactions
occurred at it. When later asked about this, Peterkin testified when $l.60 was
charged:

A. In one instance the carload [price of $l.50] may not apply. If a few packages of our salt are
ordered by a customer and are transported to him not in a carload of salt but by local freight as
a small unit, which in our business would be referred to as a strictly retail sale.
Q. I see, but it would not be transported in a regular carload of salt?
A. It would not move as part of a carload of salt.
Q. You have some such customers?
A. Very few.39

Basically, orders for BL were occasionally shipped but not in straight or pool
cars. On these shipments, $l.60 was charged. Such orders were typically avoided
by buyers in favor of orders in straight or pool cars shipped at CL rates and priced
at $l.50. The testimony indicates that BL was shipped LCL on occasions when
the buyer ran short and it would be some time before the next pool car would be
assembled, or if the buyer could not obtain some BL as a matter of convenience
through arrangements with other local wholesalers (which were common).

Most price scales of the salt companies do not reveal how items shipped
LCL were priced. The scales governed carload shipments. LCL shipments were
apparently so rare that scales or instructions were often not published. Some
examples exist. Instructions to International’s sales force for LCL shipments
were contained in its carload scales throughout the period 1936–1944. The LCL
shipments were to be priced by applying

the printed list price delivered at destination to which shipment is made less the carload freight
rate printed in eastern (freight) rate books to point shipped. Buyer to stand the difference between
the carload and less than carload freight. On blanket priced items charge the [carload] blanket
price plus 10 cents per case and allow less carload freight.40
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This was the general practice. On delivered-price items, the higher delivered
prices for LCL shipments equaled the differences between CL and LCL freight
rates. On blanket items, the LCL price was 10 cents per case higher than the CL
price. But the seller’s net could only be the same if the blanket price was raised,
since LCL freight was higher.

Morton indicated that its freight costs on BL shipments averaged 9.5 cents per
case in 1939–1940.41 This figure includes both CL and LCL shipments. However,
if LCL shipments are excluded, the average freight per case falls only slightly.42

Assuming carload sales of BL were made at $l.50 per case, subtracting average
carload freight nets Morton about $1.41 per case. CL shipments of packaged salt
in the Official, Illinois, and Southern Territories43 moved at rates equal to 22.5%
of first-class rates. LCL rates were substantially higher. In the Official and Illinois
Territories, LCL rates on packaged salt were 4th class (which were equivalent to
50% of first-class rates) and in the Southern Territory, 5th class (or 45% of first
class rates).44 If the net on CL shipments of BL averaged about $l.41, the LCL
price would have to average $l.59 (at the 45% rate) or $l.6l (at the 50% rate) to
yield Morton the same net. Assuming that the geographic pattern of LCL and CL
shipments is the same, the figures suggest that the 10-cent surcharge on BL salt
just covered the higher average cost of LCL freight.45

3.4. Conditions Under Which$l.60 Per Case was Charged

Not all LCL shipments by Morton occurred directly from plant to destination.
What evidence there is on the issue suggests that such orders sometimes were
filled by shipments to a particular destination in a pool car (and thus at CL rates)
from which Morton then arranged for reshipment to the buyer’s destination, which
entailed LCL freight and extra handling; or if LCL orders were received at branch
offices where Morton also maintained warehouses, the LCL reshipments were
arranged from the warehouses. Since carloads were shipped from Morton’s plants
to its warehouses, then such LCL orders would involve carload rates from plant to
warehouse, and LCL rates from the warehouse to the buyer’s destination.46

Stratford stated the following about the $l.50/$l.60 differential:

A. The 10 cent differential is an arbitrary figure, obviously to approximate the extra cost of
handling on our part when shipped from a destination point of our car to some outside point,
entailing double handling.
Q. Then in some instances the freight would be more than the 10 cents allowance, and in other
cases it would be less than the 10 cents allowance, is that correct?
A. It may be one or the other.
Q. Then it depends entirely on what the destination is?
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A. Yes, sir. I might add that these cases are so infrequent that it is hard to make any definite
statement on what the actual freight cost might be.47

During the proceedings, Morton made no effort to cost justify its LCL surcharge.
Instead, Morton argued that its sales at $1.60 were so infrequent that the surcharge
could not “injure competition” among resellers (the buyers). A finding that a
price difference injures such competition is a prerequisite to a finding of illegal
discrimination under the Robinson-Patman Act.

3.5. Other Evidence on the Infrequency of Sales at$l.60 Per Case

Confirmation of the testimony of Morton’s officials that sales at $l.60 were
rare came about in two ways. First, support came from the testimony of the
FTC’s witnesses, who were a group of 75 wholesalers located in various cities
throughout Louisiana territory. Their testimony was to show that Morton charged
competing wholesalers different prices, and that the buyers charged higher
prices were substantially injured in their ability to compete. This testimony and
corroborating invoices established that it was unusual to pay $l.60. Of the group
of wholesalers, only two indicated that they had made any purchases at $l.60, and
at that, they did so only on occasion. Of the invoices presented by these witnesses,
94 reflected shipments of BL totaling 16,700 cases. Two of the 94 invoices show
LCL shipments totaling 80 cases (0.5% of the 16,700) billed at $l.60. All other
invoices show that the buyers paid $l.50.

Thirty of the 80 cases were shipped to Interstate Wholesale Company in Huma,
LA. LCL shipments were occasionally made to Huma and more commonly to
Interstate’s branch in Morgan City, LA. There are no invoices for shipments to
Morgan City. The Record contains three other invoices issued to Interstate totaling
$l,759. The prices on these invoices reflect carload movements priced at $1.50.
The LCL purchase of 30 cases represents 2.7% of $l,759. How closely this reflects
the importance of LCL relative to CL purchases by Interstate is not known.

Did Morton receive different nets on its CL and LCL shipments to Huma? The
LCL invoice to Huma indicates a net to Morton after freight of $l.42 per case. Had
the sale instead been made at $l.50 and shipped at the carload rate from Morton’s
nearest plant (in Grand Saline, Texas), the net would have been about $l.4l. The
nets are about the same.48

The second example involved an LCL shipment of 50 cases to Consolidated
Wholesale Co. in Plaquemine, LA. This invoice reflects a $l.60 sale shipped from
Morton’s New Orleans warehouse by steamer for which Morton netted $l.43
per case. On a CL shipment by rail from Grand Saline, the net would have been
$l.37; and I believe on a LCL shipment, about $l.35. Presumably, the steamer
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was chosen because it was cheaper. But probably offsetting this in part were
higher costs on Morton’s part from double-handling of the salt (shipped from
Grand Saline to New Orleans in a carload, unloaded, and then arrangements made
for reshipment of the order by steamer to Plaquemine). These examples do not
suggest discrimination between CL and LCL shipments.49

Morton also presented evidence that sales at $1.60 were rare. Morton presented
an analysis of its invoices issued on “Chicago billings.”50 Morton’s Chicago office
billed for all sales except those made through its offices in Kansas City, Dallas
and California. Chicago billings represented approximately 70% of Morton’s
total billings. All Chicago billings involving LCL shipments (for any type of salt)
were tabulated for every other month for a year beginning August 1939. The total
of such billings (net of freight) was doubled (to provide an annual estimate) and
then expressed as a percentage of Morton’s total Chicago billings (net of freight)
for the year. Sales shipped LCL represented 0.1% of total sales.

Considering BL alone, LCL shipments were estimated to equal $2756 for the
year (net of freight). We do not have from this analysis (or elsewhere) Morton’s
total sales of BL salt. However, there is information in the Record from which an
estimate can be made of the importance of sales of BL shipped LCL relative to
Morton’s total sales of BL. Assume that, on average, Morton’s price (net of freight)
for CL and LCL shipments of BL was the same. Then the number of cases of
BL shipped LCL on Chicago billings was about 1969 cases ($2756/$1.40, where
$1.40 approximates Morton’s average price net of freight). The Record contains
the total number of cases of BL sold to all buyers receiving the $50,000 annual
discount and to buyers receiving either the 5000 or 50,000 case annual discount.
Eliminating overlapping entries and assuming that 70% of these shipments were
on Chicago billings, the 1969 cases shipped LCL would represent 0.3% of the
cases purchased by these buyers. Inclusion of cases sold to buyers who received
no annual discounts reduces this percentage substantially. Morton elsewhere lists
the number of its customers within Chicago billings classified by the number of
cases of BL purchased in 1941.51 The size-classes are in 500-case increments. If
we assume that buyers of up to 5000 cases per year purchased at the mid-point of
each size-class and then add these cases to those purchased by the discount buyers
noted above, the 1969 cases shipped LCL equal 0.09% of the total shipments of
BL.52 Clearly, it was very unusual to pay $l.60.

3.6. The$l.50/$l.60 Differential Before the FTC and the Courts

The Commission and the Supreme Court found the LCL surcharge on BL illegal.
Also found illegal, although these were not dealt with explicitly, were similar
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surcharges on LCL shipments of Morton’s other table salt items. What arguments
and evidence led to this result?

3.6.1. The FTC’s Opinion
Before the Commission, Morton argued that its LCL shipments of BL were
so minor that “competitive injury” could not have resulted from the surcharge.
According to Morton, only price differences that cause “competitive injury” are
illegal. Morton did not attempt to cost justify the LCL surcharge.

Counsel supporting the complaint confused the issue. The $l.60 price for the
30 cases sold to Interstate Wholesale is noted and this example is combined with
a number of others in which the LCL price was said to be charged but in fact was
not. A general conclusion is then drawn:

The above illustrations are similar to and practically identical with other areas where [Morton]
sells its products and grants to some customers the carload discount and withholds such discount
from other of its customers competing with the former.53

Attached to this statement are references to supporting testimony and exhibits.
However, each such reference indicates that the buyer paid $l.50. The only valid
example mentioned is Interstate. Later, when summing up the competitive injury
from Morton’s pricing, the “discount” on BL shipped in straight or pool cars is
combined with Morton’s annual-volume discounts:

The price discriminations were effected by means of so-called ‘carload’ discounts, ‘quantity
discounts’ and ‘competitive adjustments’. . ..54

The evidence is clear and uncontradicted that Morton’s practices have seriously injured
competition existing between the customers securing the benefit of the discriminatory
discounts and those to whom they are denied.55

The statement of facts heretofore set forth clearly demonstrates that non-preferred
customers. . . who are not securing the benefits of the respondents’ discriminatory prices
brought about by a so-called carload and quantity discount schedule have been placed at a
competitive disadvantage by reason of the fact that the preferred customers receiving the
carload discount and the quantity discounts. . . have diverted business to them by the use. . . of
the weapon placed in their hands. . ., namely, lower price. . .56

[T]he discriminations enjoyed by the favored customers are sufficiently large to. . . hold
that its effects may be substantially to lessen competition. . . with such favored customers.57

How far the Commission accepted Counsel’s statement of the facts is not known.
The Commission did seem to agree with Morton when $l.60 was charged. Its
opinion states that $l.50 was charged on orders shipped in straight or pool cars,
and that the 10 cents surcharge was added only on orders shipped LCL. No
detailed reference to the frequency or significance of LCL sales is made. A
conclusion is later drawn
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that the discounts allowed by [Morton] in the sale of its BL salt, including price differences on
carload and less than carload lots, purchases under so-called pool-car arrangements. . . [as well
as Morton’s other discounts] constituted discriminations in price.58

The wording is difficult to follow because pool car arrangements are distinguished
from price differences between CL and LCL shipments. Since the Commission
agreed that straight and pool cars were priced at $l.50, I take the statement specif-
ically to mean that the Commission found LCL pricing of BL discriminatory.
The term discriminatory has a specific meaning. It means that there exists a price
difference that is illegal if it: (a) injures competition among resellers; and (b) is not
cost based. The opinion concludes that the LCL surcharge injured competition: it
tended “to create a monopoly in those purchasers receiving. . . the benefit of said
discriminatory price.”59 No consideration is given to differences between CL and
LCL freight rates. Possible cost differences are dismissed because Morton did not
prove that the LCL surcharge was cost based.

Morton appealed to the Court of Appeals and by stipulation the FTC’s opinion
and order were remanded to the Commission for reconsideration. A modified
Commission opinion later appears. Specific reference to pool cars is omitted and
the following statement is made:

Respondent has discriminated in price by selling its BL salt. . . at. . . $l.60 when delivery was
made in less than carload lots, while at the same time it sold. . . BL salt. . . at $l.50. . . when
delivery was made in carload lots. There were wholesalers and retailers who secured the
$l.50. . . price and wholesalers and retailers who secured the $l.60. . . price who were in
competition.60

The conclusion is:
The Commission finds that the price differences on sales of its BL salt, including price
differentials on carload and less than carload lots [as well as all other of Morton’s discounts]
constituted discriminations in price.61

Each of Morton’s discounts was found to injure competition. The $1.60 price was
found illegal because Morton did not justify it on cost grounds. If the Commission
assumed that $1.50 was charged only to straight-car buyers, the importance of
sales at $l.60 would increase, since shipments in pool cars would be so priced.
However, the only example of a sale at $l.60 that counsel presented in its statement
of the facts was the 30 cases shipped to Interstate Wholesale.

3.6.2. The Court of Appeals
Before the Court of Appeals, the FTC argued that:

In selling BL salt [Morton] allows three separate discounts, all based on purchases of very large
quantities of salt. (l) BL salt has been sold at $l.60. . . when purchased in other than carload
lots, but at $l.50 when purchased in carload lots.62
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There follows a description of Morton’s annual discounts on BL. None of the
discounts are said to be available except to “large” buyers:

In fact, only those already well advanced on the road to monopoly are so well favored financially,
or possess storage facilities so extensive to enable them to purchase 50,000 cases. . . or even
5,000 cases or carload lots. Those small business concerns whose yearly needs are limited to a
few hundred cases have no more opportunity to obtain the lower prices, in fact, than they would
if the theoretical offers were not made to them.63

Morton’s position that virtually no buyers paid $l.60 is later addressed:

[Morton] itself admits that there is one exception to the statement that every witness secured the
discount. It is not necessary to show actual injury to competition since the. . . Act is to reach price
discriminations in their incipiency. Therefore,. . . this discount would not be eliminated from
the case. A discount against even one dealer – especially should [Morton] be informed. . . that
such discrimination is legal – could easily be extended without limit. The practice ‘may’ result
in the substantial injury to competition, and in the creation of a monopoly.64

Although charging $1.60 for many years cannot now be said to have caused com-
petitive injury, it should nonetheless be found illegal because it later might. What
defense exists against this approach is not obvious.

At any rate, FTC Counsel did not rest its case entirely on this. It is stated that

the record, however, does not show that all dealers except one receive the discount. By its
terms the discount is only available to those who buy in carload lots. It is a matter of common
knowledge and the record shows that many dealers cannot and do not buy in carload lots. Such
dealers are excluded by the very terms of the offer. It is immaterial how small a percentage of
[Morton’s] business moves in less than carload lots. It is evident that the number of people who
do not buy in carload lots must be large, regardless of percentages in [Morton’s] business. The
injury to competition may be substantial.65

All in all, the description of the circumstances under which Morton charged $l.50
made it appear that sales at $l.60 were far more significant than they were.

The Court of Appeals found all of Morton’s discounts legal.66 I note here only
its view of the $1.50/$1.60 differential. The Court believed that distinctions in
price based upon quantity sold and

conforming with reasonable, customary and accepted economic differences [do] not inherently
import adverse effects upon competition. . . condemned by [the] Act.. . .
The quantity carload discount. . . was related by substantial and uncontroverted evidence to
the cost of the sale and delivery of [Morton’s] product resulting from the differing methods
of handling a carload quantity in the sale and delivery to a carload quantity buyer from the
method of handling lesser quantities. It cannot be said. . . that this differential exceeds a due
allowance for the difference in such costs.67

Although the Court did not seem to have it right when Morton charged $l.60, and
aside from the fact that substantial evidence was not presented on costs, it seems
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clear that the Court believed that the CL/LCL differential was cost based and not
the sort of established practice that the Act was to condemn.

3.6.3. The Supreme Court’s Opinion
The FTC appealed to the Supreme Court. Its brief discusses the $1.50/$1.60 dif-
ferential in very general terms. Specific reference to the evidence is not made. In
general, the FTC advanced the same position as it did before the Court of Appeals.
Morton’s position was again that virtually no BL was sold at $l.60, so “competitive
injury” could not have occurred. The Court’s opinion can be summarized briefly,
leaving little of substance out:

(1) In a case involving competitive injury between a seller’s customers, the FTC
need only prove that the seller charged one such customer a higher price than
one of the customer’s competitors.

(2) In determining whether a price difference found in (1) resulted in competi-
tive injury, the Act only requires that there be a reasonable possibility that
competition may be injured.

(3) Evidence sufficient to prove (2) is satisfied by a showing that the price differ-
ence could influence a resale price.

The Court centered almost the whole of itsMortonopinion around the $1.50/$1.60
differential. Morton’s annual-volume discounts which were secured by relatively
few buyers are hardly mentioned and received very little analysis.

The Court discusses how point (3) above is satisfied using as its example
Morton’s $1.50/$1.60 pricing of BL:

The adequacy of the evidence to support the Commission’s findings of reasonably possible
injury to competition. . . between competing carload and less than carload purchasers is singled
out for special attacks here. It is suggested that in considering the adequacy of the evidence to
show injury to competition, [Morton’s] carload discounts and its other quantity discounts should
not be treated alike. The argument is that there is an obvious savings to a seller who delivers
goods in carload lots. Assuming that to be true, that fact would not tend to disprove injury to
the merchant compelled to pay the less than carload price. For a 10 cents carload differential
against a merchant would injure him competitively just as much as a 10 cents differential under
any other name. . .. Such discounts, like all others, can be justified by a seller who proves that
the full amount of the discount is based on his actual savings in cost. The trouble with this phase
of [Morton’s] case is that it has thus far failed to make such proof.68

Morton did not “rely on the obvious savings to the seller who delivers goods
in carload lots.” Morton argued that its sales at $l.60 were too small to cause
competitive injury. The Court’s response is to note that

in enacting the Robinson-Patman Act, Congress was especially concerned with protecting small
businesses unable to buy in quantities, such as the merchants here who purchased in less than
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carload lots. . . Since there was evidence to show that the less than carload purchasers might have
been handicapped in competing with the more favored carload purchasers. . ., the Commission
was justified in finding that competition might have thereby been substantially lessened.69

The statement seems to imply that only orders for straight cars were priced at
$1.50. There is a footnote reference to Morton’s analysis of its LCL shipments on
“Chicago billings.” This was rejected:

It appears that the figures relate only to a single one year period and was obtained by lumping
together statistics on respondent’s sales of table salt along with those on sales of its other prod-
ucts, such as salt tablets, coarse rock salt, and salt soda. Since this proceeding is concerned only
with discounts on table salt, these figures are of dubious value. Furthermore, they were limited
to sales in respondents Chicago area whereas [Morton] carried on a nation-wide business.70

No mention is made of the fact that Chicago billings represented 70% of Morton’s
total sales, that testimony of Morton’s officials indicated that inclusion of Morton’s
sales outside of Chicago Billings would not have altered the general picture,
and that Morton’s figures indicated that LCL shipments were 0.1% of its total
shipments of salt.71

One cannot help but conclude that it was by ignoring the facts and redefining
the price relationship that the FTC and the Court were able to conclude that the
$1.60 price injured competition and was illegal because Morton did not justify it
on cost grounds. Perhaps this was done to establish a general point: if only buyers
of straight cars paid $1.50 and all other buyers paid $1.60, this would provide the
sort of competitive advantage sufficient to meet the competitive injury standard
and justify finding the $1.60 price illegal unless shown to be cost based. If instead
one takes what the facts actually showed, the upshot of the Court’s opinion
is to make illegal any systematic price difference among competing resellers
unless the seller cost justifies the difference. The injury standard imposes no
separate burden.

3.7. Price Discrimination and the$l.50/$l.60 Differential

No analysis appeared during the proceedings regarding whether the $1.60 price
was discriminatory. Morton itself provided buyers the options to avoid the higher
price by ordering straight or pool cars; and it imposed no constraints on resales by
buyers who paid $1.50. If Morton’s CL customers could supply the LCL demand
at the same cost as Morton, then the $1.60 price could not exceed the difference
in Morton’s costs of supplying CL and LCL buyers. Morton did supply part of
the LCL demand, presumably because it could do so more cheaply than others.
Morton’s surcharge could then exceed its additional cost of supplying LCL buyers.
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But the discrimination could only be part of the surcharge, since it is clear that
LCL shipments cost Morton more than CL shipments. Let the gain per case from
discrimination be as high as 20% of the surcharge. Then Morton’s gain on the
1969 cases of BL sold on Chicago billings at $1.60 would be $39, which is hardly
worth challenging, or defending for that matter.

The Record inMorton covered several thousand pages of testimony largely
devoted to the question of “injury to competition”. Injury was established by the
FTC by asking many wholesalers whether they would be better off if they could
purchase Morton’s salt cheaper than their competitors, all else remaining the
same. The answers were obvious and the questioning seemed pointless. In a move
for economy, the Supreme Court eliminated this burden. Henceforth, it would be
enough to show that a price difference existed among competing resellers that
could possibly influence a resale price. This established the requisite injury to
competition.

The FTC’s order required Morton to charge the same price of BL to all competing
resellers. This required Morton to eliminate the 10 cents surcharge on items shipped
LCL. Presumably, raising the price on carload shipments would have reduced Mor-
ton’s net receipts. Lowering its LCL price to equal the CL price would also have
lowered its net receipts. Lowering the LCL price would also be likely to encourage
additional LCL orders, and this may have imposed other costs on Morton. What
Morton did was perhaps obvious. It subsequently refused to accept LCL orders,
confining all future shipments to movements in carloads at the CL price.72 Buyers
who occasionally purchased LCL from Morton were not made better-off by this.

4. THE CARLOAD DISCOUNT ON
OTHER THAN BL SALT

4.1. Introduction

When the FTC issued its complaints against Morton and International, several of
the salt producers published carload scales that contained a discount73 granted to
straight-car buyers from the prices charged for the same items shipped in a pool car.
Since pool and straight cars both moved at CL freight rates, any cost justification
of this discount must relate to factors other than freight costs. As just discussed,
there was no straight car discount on BL.

A difficulty in discussing the straight car discount (called a “carload” discount)
is that the practices of the producers differed from what their published scales
sometimes stated. The evidence indicates that efforts by any of the producers to
establish a straight car discount failed, almost immediately after the discount was
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published. What typically occurred is that the discount, although published to
apply only to straight cars, was extended to orders in pool cars, providing in some
cases that each pool car order met a minimum purchase requirement (usually two
tons, or sometimes five tons, of salt).74 Extending the discount to orders in pool
cars was the general practice throughout the FTC’s investigations. This pricing is
consistent with Morton’s pricing of BL. One of the difficulties that the FTC had
in challenging the “carload” discount in its case against Morton was that before
the complaint was issued and continuing for many years after it, Morton granted
the straight car discount to orders in pool cars. So what the FTC challenged in
Morton did not exist in practice, and this was confirmed by the testimony and
invoices that the FTC presented during the proceedings.75

4.2. Evidence About the Discount

Apparently, although evidence is limited, the salt producers, for many years before
the FTC’s evidence begins, had made efforts to establish a straight car discount
but without success, in that the discount came to be extended to orders shipped in
pool cars. In his testimony inMorton, Peterkin, Jr. stated that Morton “always had
a discount on a carload of salt, salt moving in a carload.”76 His statement appears
in the context of a discussion that Morton granted the carload discount on orders
in pool cars; and since a pool car always involved “salt moving in a carload,” it
seems clear, at least from Peterkin’s perspective, that Morton’s practice was not
of recent origin. Similarly, a letter in the NRA files from F. J. Venning, President
of The Union Salt Co., indicates that the carload discount had in the past been
extended to include orders in pool cars:

The inevitable result [of competition] has been in the sale of pool cars with Salt for several
in the same carload at the same prices F.O.B. car as carload [straight-car] prices, which has
been the practice for about 18 of the last 20 years, and the exception was a comparatively short
period of two years or less, when we attempted to obtain three cents per 100 lbs. . . in pool cars
above the straight carload prices, but so unsuccessfully we were compelled to discontinue it.77

Just prior to November 1935, the straight car discount published (but apparently
not in practice applied) by Morton and I believe by the other producers was 5% of
the pool car price per item of packaged salt.

On November 22, 1935, Morton issued Bulletin No. 900 to its sales force. This
bulletin changed the expression of the straight car discount from a percentage
reduction from the pool-car price to a specific amount of money per item of salt:

Our present method of figuring discounts on a percentage basis [of 5%], either on the works
net or on the delivered price [for blanket items], has brought forth many misunderstandings
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as to the proper amount to be allowed. In order to simplify and make a uniform discount we
will establish what is known as a ‘unit’ discount, which is a specified amount per package. The
amount of this discount will be approximately the same as a 5% discount.78

Bulletin 900 lists common salt packages and the unit discount for each.79 The list
makes no reference to BL, consistent with the absence of a straight car discount
for this salt. On cases of 24 two lb. rounds and on 36 1-l/2 lb. squares (items
commonly handled by grocery wholesalers) the unit was five cents per case,
which in each case approximated 5% of the pool car price.

Bulletin 900 was adopted by all producers as the published terms of the
straight car discount. The unit discounts were not changed throughout the FTC’s
investigations. What differed from the terms expressed in Bulletin 900 were the
purchase requirements that in practice were necessary to secure the unit discount.
These requirements differed from what appeared in Bulletin 900. In what follows,
I discuss what the price scales collected during the FTC’s investigations reveal
about the discount. These scales begin in 1936, after Bulletin 900 had been adopted
by all producers. Other evidence on the straight car discount is also presented.

4.2.1. New York Territory
In September 1936, International adopted the discount contained in Morton’s
Bulletin 900, which was to apply to straight cars only. The discount first appears
in International’s scale of September 15, 1936. The scale states that “the unit
discounts listed below will be allowed on carload sales to one buyer from our price
list No. 1244 (September 15, 1936).”80 The prices listed in scale No. 1244 applied
to orders in pool cars. Just prior to the adoption of its new scale, International’s
prices were the same for orders shipped in pool or straight cars, so the new scale
adopted in September changed this. The change was accomplished by raising the
price for orders shipped in pool cars and by discounting this price by one unit
for straight car orders. For example, the price of Sterling (International’s major
brand of table salt) before September 15 was $l.08 per case for either straight or
pool car orders. After September 15, $1.08 per case was charged for straight cars,
and $l.13 per case was charged for orders in pool cars. However, that this change
persisted for other than a brief moment is doubtful.

J. L. Ryon, International’s Sales Manager, referred to problems that International
encountered just after its prices were raised for orders in pool cars:

I will just make a statement describing the policy of our company, which has always been to work
in the direction of establishing a carload of salt with an allowable 22 l/2 tons minimum weight to
get the carload rate of freight as the unit of sale, with any smaller sales carrying some premium.
This principle was put into our pricing policy some years ago [referring here to September
1936], but due to the fact that competitors’ salesmen and our own, in some instances, broke
down the practice by appointing alternate buyers to receive the billing of the carload and thereby
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earn the full unit discount, guaranteeing to collect the accounts for the smaller participants in the
car and giving the smaller buyers the benefit of the carload price, we were forced to recognize
this competition. We, therefore, established the limits of five tons and/or 100 cases on which
we would grant the discount.81

In effect, sometime after September 15, the straight car price was extended to
pool car orders, providing that at least 5 tons or 100 cases was ordered. In terms
of Sterling, the $1.08 price was charged on orders of 100 or more cases; and
$l.13 was charged on orders of under 100 cases. A straight car of Sterling would
contain over 800 cases. Virtually all buyers purchased 100 or more cases. This
change in International’s policy shows up in its scale of December 20, 1937. It
is stated:

The discounts listed below will be allowed from our price list No. 1258 on lots of not less than
100 cases of Table Salt in cartons or cans, or on lots of not less than five tons of miscellaneous
items.82

In response to a question regarding whether it was necessary that the salt move in
a carload to secure the listed prices and unit discounts, Ryon stated: “Absolutely,
in every instance that applies.”83

The December 20 revision appeared about 15 months after the straight car
discount was first published in September 1936. However, it is doubtful that it
took this long for the discount to be extended to pool car orders. For example,
Diamond Crystal (a Michigan producer) published a scale applicable to its sales in
New York effective June 15, 1937 indicating that the discount applied to pool car
orders over 5 tons/100 cases.84 In fact, Ryon testified that in practice International
never had a straight car discount after the Robinson-Patman Act was passed:

Q. Do you, in fact, or have you, at any time since June 19, 1936 had a special discount to any
person who purchases a freight carload of your salt?
A. No.85

Ryon testified that the straight-car discount was extended to orders in pool cars
over 5 tons/100 cases in the Fall of 1936. He went on to state:

It might be worthwhile to consider that prior to the time we put in. . . the discount on purchases
of 100 cases or more, we had a price of $l.08 a case on Sterling in any quantity, and then, when
we decided to limit our sales to 100 cases, at the going price, we altered our price list and we
put a premium on sales for less than 100 cases. Our normal price of $l.08 still maintained on
sales of 100 cases or more, and in less than 100 case lots, we charged the higher price [of $l.13].
That is actually what was done.86

Ryon’s testimony is corroborated by invoices issued by International on sales
made from its New York plants well before December, 1937. The invoices indicate
that the straight car price applied to orders down to 5 tons/100 cases shipped in
pool cars. The testimony and other evidence indicate that the straight car discount
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published in September 1936 was in practice extended more or less immediately
to pool car orders. The pricing practice, in which the straight car price was applied
to pool car orders down to 5 tons/100 cases, adopted sometime in 1937, remained
in effect throughout the FTC’s investigation.87

The changes in International’s pricing were adopted on approximately the same
dates by Worcester Salt Co. and Watkins Salt Company (the two other New York
producers) and by all other producers that shipped into New York territory.88

To sum up, throughout the time covered by the FTC’s investigation, Interna-
tional and the other New York producers charged the same price for straight car
orders or for pool car orders over 5 tons/100 cases.

4.2.2. Louisiana Territory
One reference indicates that a unit discount as described in Bulletin 900 and ap-
plying to straight cars only had been published by the Louisiana producers before
August 1936. However, the reference is to a bulletin of Diamond Crystal’s to its
sales force on pricing in Louisiana territory indicting that this discount was to be
discontinued:

Effective August 15, 1936 we will discontinue allowing any unit discount to the resale trade
throughout the entire Louisiana field. Scale prices for the Louisiana field will henceforth be
net.89

The bulletin specifically meant that a unit discount published as applicable
to straight cars only was to be granted on orders shipped in pool cars. Most
evidence uncovered by the FTC’s investigation concerning pricing in Louisiana
territory begins later in 1936. By then no discount existed that was applicable to
straight cars only. In fact, from late 1936 until the end of the FTC’s proceedings,
orders in straight or pool cars were priced the same. This is reflected in scales
issued by Morton, International, Diamond Crystal, Jefferson Island, Myles, Ohio,
Colonial, Carey, Barton and Hardy during the period 1936–194l; and after 194l
by the scales of Jefferson Island, International and by the other producers in
instructions to salesmen on pricing in Louisiana territory.90 These scales and
instructions variously indicate that all orders were to be priced the same, whether
in straight or pool cars; or they simply indicate that orders were not subject
to a carload discount. No minimum order was imposed in Louisiana territory
until 1944. In May of that year, International first announced that it would not
accept orders under two tons.91 This minimum was adopted by all producers.
In 1947, International published a scale containing a surcharge of one discount
unit for pool car orders under 5 tons/100 cases down to the 2-ton minimum.
But this change probably lasted less than a month, after which International
reverted to its previous practice, in which the same price was charged on any order
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down to the 2-ton minimum. International’s instructions to its salesmen reflect
this change:

[I]n view of the competitive conditions found to exist. . ., temporarily disregard the 2-ton column
[which reflected the surcharge]. Quote from 5-ton column only with minimum order at this price
being two tons.92

No attempt was later made to impose the surcharge on orders under 5 tons/100
cases. In August 1948, the minimum order was raised from 2 tons to 5 tons/100
cases, and this change was also adopted by all producers.

The absence of a straight car discount is also reflected in the testimony of the
many wholesalers located in Louisiana territory who were called as witnesses by
the FTC. Of all the wholesalers who testified, and of all invoices submitted as
evidence of pricing in Louisiana territory, not one indicated that straight and pool
car orders were priced differently.

4.2.3. Ohio and Kansas Territories
Whether the Ohio and Kansas producers published a straight car discount before
1936 could not be discovered. However, the statement of Mr. Venning of The Union
Salt Co., which produced in Ohio, suggests that historically such efforts had failed.
From mid-1936, when the FTC’s evidence begins, until mid-194l, prices in Ohio
territory were the same for straight or pool car orders, subject (until sometime in
1939) to a one-ton minimum order, and sometime later (until August 194l) to a
2-ton minimum.93 In Kansas territory from mid-1936 until mid-194l, straight and
pool cars were priced the same. No minimum order was imposed.94

In August 194l, the Ohio producers published new scales that contained a unit
discount for straight cars only.95 Shortly after their publication, supplements to
these scales and sales bulletins appear that extended the discount to orders in pool
cars, subject to a 2-ton minimum order.96 Scales reissued by Colonial Salt Co.
in August 1942, and by Ohio Salt Co. in November 1942, reflect this.97 There is
no evidence (up until 1948) of later efforts to limit the discount to straight cars.
There is substantial evidence from International’s pricing for shipments into Ohio,
West Virginia, Virginia, Western Pennsylvania and Kentucky (comprising Ohio
territory) that until 1947 all producers charged the same price for orders in straight
or pool cars (subject to the 2-ton minimum). On July 3, 1947 and continuing for a
brief period thereafter, a surcharge of one unit was imposed on pool car orders under
5 tons/100 cases down to the 2-ton minimum. This resulted in a pricing structure
identical to what then existed in New York territory. The surcharge in Ohio territory
(as in New York territory) was eliminated in October 1948, after the Supreme
Court’s decision inMorton.98 Subsequently, pool and straight cars were priced the
same, but the minimum order was raised from two tons to 5 tons/100 cases.
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As in Ohio, the Kansas producers in August 194l published new scales that
granted a unit discount on straight cars only. Prices for pool car orders were
raised one unit. But by at least 1944 (and probably a good deal before this,
although the evidence is more limited) and continuing to late 1948, the discount
was extended to orders in pool cars. Whether a minimum order was imposed
is uncertain, although if it was, it is unlikely to have exceeded two tons.99

Stratford of Morton testified that the discount was granted on pool car orders
in Kansas territory in 1941. Morton produced in Kansas. The implication of
Stratford’s testimony is that extending the discount to pool car orders occurred
just after publication of the revised scales that had limited the discount to straight
cars only.

4.2.4. The Remaining Territories
In the remaining territories – Texas, Michigan and Kansas-Michigan – the
producers published a discount of one unit applicable to straight cars only
in 1936.100 It is less clear (particularly for Michigan) that the discount was
subsequently extended to orders in pool cars as quickly as this occurred in the
other territories, although I suspect that it was. Morton produced in Michigan and
Texas and also published prices applicable to Kansas-Michigan. In its answer to
the FTC’s complaint (filed in 1940) the following statement appears:

With regard to certain products a discount amounting to approximately 5% of the list price is
allowed to a buyer who purchases a carload, and in all cases where such discount is allowed
to a buyer who purchases a carload, an equal discount is allowed to buyers whose individual
purchases are much less than a carload lot but who combine their purchases to form a carload,
such carload being known in the trade as a pool-car.101

During the trial, Peterkin, Jr. testified concerning Morton’s pricing after passage
of the Robinson-Patman Act in 1936 up until the time of his testimony in 1942.
He indicated that throughout this time the carload discount was granted in all
territories on orders shipped in pool cars. Stratford, Morton’s Sales Manager,
who focused on Morton’s pricing after 194l testified similarly. Other evidence
is spotty.

There is a bulletin published by International on December 2l, 1936, indicating
that table salt in pool or straight cars was to be priced the same throughout
Texas.102 There is a 1941 Morton announcement that it would meet the prices
on table salt shipped by the Louisiana producers into Texas. On their sales in Texas,
the Louisiana producers had been charging the same prices for pool or straight
car orders.103 No minimum order existed in Texas. Morton’s announcement that
it would meet the prices of the Louisiana producers was not later withdrawn. In
1944, a 2-ton minimum order was adopted in Texas.
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There are invoices of Morton’s and Diamond Crystal’s for shipments into
Kansas-Michigan territory in 1937 and 1938 indicating that straight and pool car
orders were priced the same.104 Beginning in 1937 and continuing until at least
1939, pool car orders shipped into lower Michigan and Indiana (part of Michigan
territory) were priced the same as straight cars.105 By at least 1941 (and probably
before this, given Peterkin, Jr.’s testimony), straight and pool car orders (subject to
a 2-ton minimum) were priced the same throughout Michigan territory. In August
1947, the Michigan producers published a surcharge of one discount unit for
pool-car orders under 5 tons/100 cases (down to the 2-ton minimum). This struc-
ture was identical to what then existed in the New York and Ohio territories.106

As in New York and Ohio, the surcharge was eliminated in June 1948, after the
Supreme Court’s decision inMorton. After the Court’s decision, the prices that
had been applicable to orders down to 5 tons/100 cases were temporarily extended
by Morton to orders down to the 2-ton minimum.107 But by October 1948, with
the elimination of the surcharge, the minimum order was raised from 2 tons to
5 tons/100 cases. Orders below these amounts were no longer accepted.108 From
previous discussion, BL was priced the same on orders in straight or pool cars
from 1936 to 1948.

4.3. The Evidence Against Morton

Certain of Morton’s published scales were introduced by the FTC as evidence that
Morton granted a unit discount only to buyers of straight cars. Morton published
scales in 1936 and 1941 for all territories. The scales painted a mixed picture,
although in practice Morton’s pricing did not. Few questions were asked about
the scales themselves, for example, to uncover why a straight car discount was
published for some territories and not others; or what accounted for the change in
the scales published in 1941 by the Ohio and Kansas producers (which contained a
discount for straight cars only) from those they published in 1936 (which did not).
Apparently, the approach of FTC Counsel was to present the scales, and through
the questioning of Morton’s officials and wholesalers and chain buyers, show that
Morton charged competing buyers different prices because some of them ordered
straight cars (and secured a discount) and others did not (and therefore paid a
higher price). The results did not turn out this way.

All of the wholesalers who testified were located in Louisiana territory. It was
clear from the scales and from the wholesalers’ and chain buyers’ testimony (and
their invoices) that a discount applicable only to straight cars did not exist. All
of these buyers, whether their orders were for straight or pool cars, paid the same
price. The questioning of Morton’s officials also indicated that in all territories,
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Morton priced straight and pool car orders the same. This testimony conflicted
with some of the published scales that reflected a discount for straight cars only.
However, the testimony went unchallenged. I have little doubt that the testimony
of Morton’s officials reflected the firm’s practice.

When queried by FTC counsel specifically about a straight car discount on
items other than BL, Peterkin, Jr. had this to say:

A. We grant what we call a unit discount to a participant in a carload, and that participant may
be purchasing less than the required minimum weight of a carload but his salt moves as part of
the carload.
Q. And [the buyer] receives the unit discount on the amount that he purchases?
A. That is correct.109

Later, the following exchange occurs:
Q. Do you have customers who purchase less than a carload who receive the carload discount?
A. Yes.
Q. Will you tell me that class of customers, sir?
A. A customer who purchases a quantity of salt less than that ordinarily used to make-up a full car
under ICC terms of a full carload would receive the carload discount if the salt moves in a carload.
Q. If the salt was part of a carload of salt, and that would apply to customers who purchase
other than BL table salt?
A. Yes.110

To sum up, it is clear that some of the salt companies sought in 1935 and early
1936 and again in 1941 to establish a straight-car discount but their efforts failed.
Judging from the testimony of Morton’s officials and its answer to the complaint,
the straight car discount had in practice disappeared before the FTC issued its
complaints and was never effectively established.

4.4. Morton’s Carload Discount Before
the Commission and the Courts

Morton’s position before the FTC was that it priced orders in pool and straight cars
the same, so there was no “carload” discount for the FTC to challenge. Morton did
not mention its sales in New York territory where a unit surcharge was imposed
(except on BL) on pool car orders under 5 tons/100 cases (down to the 2-ton min-
imum order). However, evidence about New York pricing had not been presented
by the FTC in its case against Morton.

The Hearing Examiner refers to the fact that certain of Morton’s scales
contained a straight car discount (for items other than BL), but states that the
testimony and all other evidence indicated that in practice the same prices were
charged on orders in straight or pool cars. The Examiner made no decision, so
the argument came before the Commission.



The Morton and International Salt Cases 165

In his argument to the Commission, FTC Counsel stated that

an amount equal to approximately 5%. . . is granted. . . by [Morton] to its carload purchasers
[and] amounts to five cents per case on grades of table salt other than BL.111

Counsel argued that this discount should be found illegal because Morton did
not prove that it was cost based. Buyers denied the discount were said to be
sufficiently injured for the Commission to find that the discount substantially
lessened competition.112

On what evidence did Counsel rely to show that competing buyers paid different
prices? Reference is made to those of Morton’s scales that reflected a straight-car
discount. But these scales are said to be misleading, and it is stated that Morton

grants the approximately 5% discount on the carload basis to customers who pool their purchases
to obtain a full carload of salt. Such discount is known as a pool car discount.113

What then was found objectionable? This is later stated:
[t]o other of respondent’s customers who purchase salt products of the same grade and quality,
[Morton] has not allowed. . . the so-called [carload] discount.114

In support, Counsel uses examples from the Record said to show that the carload
discount was granted to some buyers and not others. None of the examples show
this.

Counsel’s first example is the following:

[Morton] sold 100 cases of 36 l-l/2 lb. Kleer Table Salt to Grocery Company of Columbia, SC
at 80 cents a case while at approximately the same time sold 50 cases of 36 l-l/2 Kleer Table
Salt to its preferred customer at 75 cents a case, the five-cent differential in price reflecting the
difference between the carload and less than carload price.115

In fact, the price difference referred to (and which was clearly shown as such by
Morton) reflected a general change in the market price of salt between the time
that the two orders were placed. The price difference had nothing to do with the
one buyer receiving a carload discount and the other not: the orders of both buyers
moved in pool cars and were priced the same as straight cars when the orders
were placed.116

A second example refers to a shipment of BL salt. This is the example of the
30 cases Morton shipped LCL to Interstate Wholesale. However, the matter at
issue was not the LCL surcharge. The evidence also was very clear that Morton
charged $1.50 per case for BL shipped in straight or pool cars.

Counsel states that these two examples are

similar to and practically identical with other areas where the respondent sells its products and
grants to some customers the carload discount and withholds such discount from other of its
customers competing with the former in the resale of the respondent’s products.117



166 JOHN L. PETERMAN

References to the Record are again given in support. All such references are to
BL, and all of them reflect purchases made by wholesalers at $1.50 per case. This
was the extent of the evidence to show that Morton granted a carload discount to
some buyers and not others.

4.5. The Commission’s Opinions

The Commission’s initial opinion follows the argument of FTC counsel. It is stated
that on table salt items other than BL, Morton

maintains a schedule of discounts known as the ‘unit discount’. . . One unit is allowed to a
customer who purchases in carload lots. This discount is also allowed to customers whose
individual purchases are less than a carload but who combine their purchases to form a carload
on the so-called pool-car arrangement.118

There are no references to the evidence, and there is no other discussion. A con-
clusion follows:

The Commission finds that the discounts allowed by the respondent in the sale of its BL
Salt. . . as well as unit discounts allowed on carload lots [of other table salt items] constituted
discriminations in price.119

The discriminations in price were found illegal, because competition was injured
between buyers who received the unit discounts and those who did not, and because
Morton did not prove that the unit discounts were cost based.

In the Commission’s modified opinion, reference is not made to Morton’s
charging the same price for pool and straight car orders. Instead, the following
statement appears:

On the sale of. . . salt other than BL [Morton]. . . maintains a schedule of discounts known
as the ‘unit discount’. . . One unit. . . is allowed to a customer who purchases in carload
lots. . . There were wholesalers and retailers not receiving such unit discounts who were in
competition in the same trade areas with wholesalers and retailers who received the unit
discounts on carload shipments. . . The Commission finds that the. . . unit discounts allowed
on carload lots of salt other than [BL constitute] discriminations in price [and are injurious to
competition and thus illegal].120

There are no references to the evidence. The opinion suggests that the dis-
count was granted on straight cars only and that this was what was injurious.
No buyers are identified who were injured because they did not receive the
discount.
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4.6. The Discount in the Court of Appeals
and the Supreme Court

In the Court of Appeals, FTC Counsel argued that each of Morton’s discounts,
including its carload discount, was available only to buyers of very large size
(described as already “well advanced on the road to monopoly”).121Buyers whose

yearly needs are limited to a few hundred cases of salt have no [greater] opportunity to obtain
the lower prices. . . than they would if the. . . offers [of discounts] were not made to them.122

No mention is made of pool cars. Later in the argument, the carload discount is
dealt with explicitly:

In the sale of salt other than BL, [Morton] maintains a schedule of discounts known as the
unit discount. . . One unit. . . is allowed to a customer who purchases in carload lots. . . The
Record shows that the recipients of either this discount [or another of Morton’s discounts] had
competitors who were not so favored.123

Examples are given in support. Several wholesalers are mentioned: Lipscomb-
Russell Co. of Greenville, S. C.; Grocery Supply Co. of Columbia, S. C.; and
Philip-Stone and Company and Wholesale Grocery Company of Winston-Salem,
N. C.. All were said to compete with Thomas and Howard and/or C. D. Kenney
Co., wholesalers located in the same cities. Thomas and Howard and C. D. Kenney
were said to secure discounts whereas the other wholesalers did not.

However, concerning the carload discount,all of the listed wholesalers
purchased in pool or straight cars and at the same price (their orders always
moved in carloads). This was confirmed by the testimony and invoices of these
wholesalers. It is true that Thomas and Howard and C. D. Kenney secured annual
discounts from Morton whereas the other wholesalers mentioned did not. But
annual discounts have nothing to do with price discrimination from the carload
discount.

The Court of Appeals did not directly address the carload discount as it applied
to Morton’s sales of table salt other than BL. The Supreme Court focused its
opinion almost entirely on BL and in particular on the $1.50/$1.60 differential.
Mention is made of the carload discount on other items, but the language is not
clear enough (for me at any rate) to discern what the Court believed. Since the
Court’s analysis of the $1.50/$1.60 differential on BL seemed to assume that only
buyers of straight cars were charged $1.50, perhaps it would have held a similar
view had the Court dealt explicitly with the carload discount on other table salt.
The FTC’s finding that the carload discount was illegal was upheld.

All in all, the evidence showed that Morton charged buyers the same price
on orders in pool and straight cars. Some published scales limited the carload
discount to straight cars only, but in practice the discount was extended to orders
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in pool cars almost immediately after the scales were published. Nonetheless, the
discount was found illegal because it was said to result in lower prices for straight
car orders as against orders in pool cars.

4.7. The Effect of the Commission’s Order

The FTC’s order required Morton to eliminate its discounts on table salt and Morton
did so on June 15, 1948.124 Concerning the carload discount, what effect did the
FTC’s order appear to have?

Returning to the discussion of pricing in the various territories, the situation
in mid-1947 (a year before the order) was as follows: (l) on all shipments except
those in New York territory, the producers charged the same prices for orders in
straight or pool cars. In New York territory, this was also the case, except that
pool car orders of under 5 tons/100 cases down to the 2-ton minimum order were
priced one unit higher.125 Except in New York territory, the FTC’s order would
have had no effect. (2) By October or November 1947, the producers in Michigan
and Ohio adopted the pricing structure that existed in New York territory.126 The
FTC’s order would make the unit surcharge on pool car orders under 5 tons/100
cases (down to the 2-ton minimum order) illegal. Morton by then had plants in
New York, Michigan, Ohio, Kansas and Texas. The immediate result of the order
was to cause Morton on its shipments in Michigan, Ohio and New York territories
to eliminate the unit surcharge on orders under 5 tons/100 cases (down to the
2-ton minimum order). Morton accomplished this by extending the discount
available on orders of 5 tons/100 cases down to the 2-ton minimum order.127

However, this change was short lived: by October 1948, about three months after
the Commission’s order, the producers shipping into the New York, Ohio and
Michigan territories had raised the minimum order requirement from 2 tons to
5 tons/100 cases.128

The Commission’s order thus appears to have eliminated an option to buy in
very small lots (under 5 tons/100 cases down to the 2-ton minimum order). No
doubt this made those wholesalers who occasionally purchased under 5-tons/100
cases worse-off. The 5 tons/100 case minimum order requirement was soon
adopted by the producers in the other territories, except Kansas, where a smaller
minimum was retained.129

The spread of the 5 ton minimum in these other territories cannot be attributed
to the FTC’s order unless in its absence these producers would have adopted a
surcharge for orders under 5 tons/100 cases. Whether they would have done so
could not be determined. Morton’s refusal after the FTC’s order to accept pool car
orders under 5 tons/100 cases (down to the 2-ton minimum order) in the territories
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where a surcharge on such orders had existed suggests that the surcharge was not
simply a reflection of price discrimination.

4.8. The Absence of a Straight Car Discount

I discuss in this Section what the Records inMortonandInternationalreveal about
the producers’ selling practices, and discuss what light this sheds on the absence
of a straight car discount. It is clear that the producers at various times tried to
establish a straight car discount, but these efforts failed, in most instances almost
immediately.

All of the salt companies generated orders for salt and assembled pool cars,
although their practices differed in detail and organization. International (used
here to illustrate) employed several classes of sales reps. Those called special
representatives sold primarily to large industrial buyers but on occasion called
on wholesalers to generate new accounts or discuss problems and prices. Most
selling to wholesalers was done by carload reps whose primary functions were
to sell to smaller industrial buyers and wholesalers, and to organize pool cars
typically involved in shipments to them.

International also employed merchandising reps who called on retailers, taking
orders for the account of any wholesaler designated by the retailer. These orders
were used by the carload reps to facilitate their selling efforts to wholesalers.
According to Ryon:

Our normal practice is to develop as much package salt business as we can through the operation
of retail missionary sales force. Then by using these sales as a lever, get the jobbers to balance
out their requirement with whatever miscellaneous sizes they may need. Our carload salesman
follows the retail sales force and writes the order, whether it is a straight carload for one man
or a pool-car for [several].130

Orders generated by the merchandising reps were almost entirely of table salt in
cartons. The wholesalers typically purchased more than just carton salt: Interna-
tional’s experience was that carton salt represented about 80% of the wholesaler’s
total order.131 In less densely populated areas, when carloads were being
assembled, the merchandising reps would move in and in conjunction with mer-
chandising work also done by carload reps generate the orders and then move on.

Morton similarly employed merchandising reps. Bringhurst, manager of the
New Orleans sales district, describes the general process:

A. Well, we have some men, I would say three or possibly four, of the ten [sales reps in the
district] who devote their entire time to missionary work, retail work. The remainder are what
we call combination men, carload and jobbing trade.
Q. Now, when you say ‘missionary work’ will you. . . elaborate on that point a little?
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A. Well, they go to a retail store and solicit his order for the account of a wholesale grocery
man, and the order is billed by the wholesale grocery man.
Q. The wholesale grocery man doesn’t pay any compensation for that service?
A. Oh, no. . . The [carload men] will gather orders from these retail men. . . and take them
over to the wholesaler and will figure up the amount of business that he has sold for the jobber,
and endeavor to get a carload order from him.132

From what I can gather, selling effort of this sort was undertaken by all of the
producers, although it may not have been as formally structured as in the cases
of International and Morton. Diamond Crystal’s selling efforts were organized in
much the same way as Morton’s and International’s. Barton, one of the smaller
producers, indicated that it was typical for it to sell a straight car to a wholesaler
and then assist in its resale, partly to other wholesalers, but often by taking orders
from retailers for the wholesaler’s account.133 These efforts would compare with
those of Morton, International and Diamond Crystal, although the sequence of
events might occur in a different order. One of the wholesalers who testified in
Morton noted this practice:

A. When we buy a car of salt it is usually the custom to have specialty work, promotional work
done with our men in the way of reselling the salt, and to that extent they travel with our men
and push their own products.
Q. They go out with your own sales force?
A. At times, and then they travel independently.134

Since in any trading area salt of the various producers (except for BL) typically
sold at the same prices, it is reasonable to suppose that in general the various
services accorded buyers by the different producers were of similar value to them.

There were certain buyers not offered and who did not accept merchandising
service, and the saving of this expense was advanced by Morton and International
as a major reason why these buyers were granted the $50,000 annual volume dis-
count and the discount on BL to buyers of 50,000 cases per year. The discussions
in Morton and Internationalsuggest that when selling efforts were devoted to a
particular area, the merchandising reps made calls on all or virtually all retailers
(except the large chains) and the carload reps made calls on all or virtually
all wholesalers. On orders generated by the merchandising reps, the retailers
designated the wholesalers with whom their orders were to be placed. The orders
were later billed to the retailers by the wholesalers at prices set by the wholesalers.

Since it appears that calls were made on virtually all retailers (except the
large chains) and wholesalers when selling efforts were devoted to an area, no
merchandising service was avoided or reduced if one retailer ordered a larger
quantity than another, and no carload reps’ service was avoided or reduced if one
wholesaler ordered a larger quantity than another. Without avoiding or reducing
such services, a discount on a larger order would not be justified, since a discount
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would lower price without lowering costs. Obviously, the total amount of salt
supplied to an area would depend on price and selling services. But given these,
unless the sale of larger quantities to particular wholesalers or retailers eliminated
selling calls on other wholesalers and retailers, selling expense would likely be the
same regardless of the quantities ordered by individual buyers. In effect, selling
services would be considered by the producer as a cost uniformly incurred per
case sold and provide no basis for a discount. Since in practice no carload discount
was granted, the producers may well have considered selling expense in this way.

A straight car discount could make sense if it consolidated the producer’s
distribution through fewer wholesalers, so that the producer might then be
required to provide less selling services (to generate a given volume of business).
However, if the discount required to generate a given volume through fewer
wholesalers cost more than the merchandising and carload reps’ services that
would otherwise be required, a discount would not be expected.

At times the producers in certain territories tried to establish a straight-car
discount. In New York in 1936 and Ohio and Kansas in 1941, where such efforts
occurred, prices existing just before the straight car discount was published
applied to both straight and pool car orders. When the discount was published,
the previous prices were applied only to straight cars; prices for pool car orders
were raised by one unit. In practice, these price increases could not be sustained,
according to Ryon, because the individual producers and/or the wholesalers
assigned one member of a pool car to order a straight car, accept the billing for
it, and then collect from the car’s participants. If there was no cost basis for a
straight car discount, the increase in price for pool car orders would tend to get
competed away, which appears to be what occurred, and very quickly. There is no
evidence why price increases were not similarly attempted to buyers of straight
cars when the new scales were published. Perhaps this reflected a realization
that higher prices to these buyers could not be sustained. Absent a cost basis, the
higher price for pool car orders would have reflected price discrimination against
these buyers. However, the evidence indicates all such efforts failed.

5. THE DISCOUNT TO QUANTITY
BUYERS DURING THE NRA

5.1. The Discount

In this Section, I discuss the discount on table salt granted during the NRA by
all producers to what were called “quantity buyers.” The $50,000 annual volume
discount that the FTC challenged inMorton andInternationalwas a revision of
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the discount that existed during the NRA and that the producers continued after
the NRA’s demise. The revision of the discount was adopted by the producers in
1936, just after passage of the Robinson-Patman Act. Discussion of the discount
existing before the revision in 1936 helps to understand the discount that the FTC
challenged. During the NRA, there was strong opposition to the discount by grocery
wholesalers whose annual purchases were too small to secure the discount granted
to “quantity buyers,” who were large grocery chains. Although the NRA conducted
an investigation of the discount in response to the complaints from wholesalers,
no change in the discount was required.

During the NRA, the setting of prices by the producers in each territory
included discounts. In each territory, a discount on table salt was granted to buyers
for resale whose annual purchases of evaporated salt from all producers during
the past 12 months aggregated more than a specified minimum. The discount bore
no necessary (or any) relationship to the amount of the buyer’s purchases from
any individual producer: the discount was granted by each producer on any sales
of table salt made to a buyer who qualified as a “quantity buyer.” In qualifying, a
buyer’s purchases were summed over all producers and territories. Any producer
who shipped salt from one territory into another could not, without violating the
code, discount: (1) by more than the amount published by the producers located
in the destination territory; and (2) to any buyer who did not meet the annual
purchase requirement (the qualifying volume) established by the producers in
the destination territory. Except in New York territory, where discount practices
differed, the buyers who qualified as quantity buyers were large grocery chains.

In May 1934, the NRA Administration requested a statement from the Code
Committee “setting forth the manner in which quantity discounts are given in the
industry.”135 In response, the following statement was submitted:

To resale buyers whose total purchases during the past 12 months aggregate any of the amounts
mentioned below, discounts are allowed as follows on Table Salt:
New York Producing Field:

Total Purchases Rate of Discount Applying (%)
$ 25,000 2
$ 50,000 3
$ 75,000 4
$100,000 4
$150,000 7.5
$250,000 10

Ohio, Michigan, Kansas, California, and Utah Producing Fields: Annual Purchases $100,000
or over, 10%
Louisiana Producing Field: Annual Purchases $250,000 or over, 10%
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The granting of a quantity discount is always an individual action on the part of any producer
and he is at liberty to allow any discount he pleases so long as he publishes it in compliance
with the provisions in the Code.136

Greater detail is contained in a bulletin from International to its sales force. The
practice described was the same in other territories:

December 7, 1933. Quantity Discount – New York Territory. . . Effective 10 days from this
date. . ., to a single buyer where there is one credit risk and where there is centralized control
of buying and selling and direct control of merchandising and advertising, and to such buyer’s
wholly owned subsidiaries where the payment is guaranteed by the centralized control, who
buys salt for resale and whose total purchases of evaporated salt from all sources equal any of the
amounts stated below, figured at net plant prices, and considering the blanket price items such as
round cans and square cartons, etc., as being the plant price, we will grant the following discount:

To such buyers whose respective total purchases of evaporated salt during the past 12
months aggregated any of the amounts mentioned below, we will allow the rate of discount
applying as stated on purchases of Table Salt only: [The sliding scale applicable to New York
territory follows in the original, but is omitted here.]

Every buyer is required to certify that he individually purchased such quantity of salt
during the past 12 months, unless our own sales records disclose that to have been the case.
Should our own records not confirm such fact, then certification of the buyer shall be subject to
confirmation through the Secretary of the Salt Producers Assn. before any buyer may qualify
for such quantity discount, and the usual advance 10 day’s notice shall be given to the Code
Committee before such a discount is named to any buyer.

The net plant price is to be arrived at by deducting from the delivered price the freight from
the shipping point bearing the lowest freight rate, except on items on which a blanket price is
made, such as round cans and square cartons, from which no freight shall be deducted. . .

In all other territories. . ., the quantity discount in effect will be 10% of the net plant price
on Table Salt to buyers whose aggregate salt purchases amounted to $100,000 or more during
the past 12 months, subject, however, to like qualifications, terms and conditions as set forth
in the 1st paragraph of this memo.137

Whether qualified by the SPA or by an individual producer, the name of any
qualified buyer was circulated by the SPA to all producers; and the discount was
then granted to any such buyer no sooner than 10 days after qualification.

An example of buyer qualification by the SPA is contained in a bulletin
circulated to all producers about one month after the code took effect:

We [have] verified. . . that the following buyers’ salt purchases for the past 12 months were
[each] $100,000 or more, after deducting freight, excepting items on which a blanket price
applies.138

The buyers listed are: First National Stores, A&P, Kroger, National Tea and
Western States Grocery Co. (Safeway), all very large grocery chains. The bulletin
notes that “on receiving information of other buyers qualifying in like manner,
you will be advised.”
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This bulletin was sent by the SPA to all producers to identify the buyers
eligible for the 10% discount, or at least the producers interpreted it this way.
The interpretation would be correct on shipments to the listed buyers in most
territories but not necessarily on shipments in New York or Louisiana territory,
where the minimum purchase requirement for a 10% discount was $250,000.
Nevertheless, of the listed buyers who operated in Louisiana territory – A&P,
Kroger and Safeway – each had purchased $250,000 or more over the past 12
months, and so would have qualified for the 10% discount on any shipments to
them in Louisiana territory. Similarly for the buyers just listed that operated in
New York territory, except for First National Stores. First National operated only
in New York territory and confusion arose over the appropriate discount to grant
it. This was clarified two days later in a memorandum from the SPA:

Please be advised that salt purchases made by the First National Stores. . . were in excess of
$100,000 during the past 12 months, but less than $250,000. According to published discounts
applicable to quantity buyers in Eastern Key Letter Territory, it would follow that this orga-
nization is entitled to a discount of 7 1/2% on the net plant prices of table salt items on all
shipments of table salt to their branches in Eastern Key Letter Territory.139

About one week later, in a bulletin to all members, the SPA announced that
“American Stores purchased over $250,000 this past 12 months, exclusive of
freight, excepting on items carrying a blanket price.”140 Consequently, in the
territories in which American Stores operated (primarily New York and Louisiana)
its purchases qualified for the 10% discount.

In early 1934, Walter Ince of Colonial Salt Co., wrote to the NRA listing the
buyers eligible for the 10% discount.141 The letter lists A&P, Kroger, National
Tea, Safeway and American Stores. American, having been certified as purchasing
over $250,000, would have qualified in all territories. A&P, Kroger and Safeway
also purchased over $250,000 and qualified for 10% in all territories. National
Tea had no operations in New York or Louisiana territory and its purchases,
which were certified as over $100,000, qualified the firm the 10% in the territories
where it operated (primarily Michigan, Kansas-Michigan and Ohio which all had
a $100,000 qualifying volume). Ince lists First National as eligible for a discount
of 7.5%. These were the only buyers during the NRA who received a discount
on table salt, except for certain “smaller” buyers in New York territory who were
granted discounts under 10%.

The discounts just described continued without modification throughout the
NRA, except for New York territory where revisions soon occurred. Sometime in
1934, the minimum purchase requirement to receive a 10% discount in New York
territory was reduced to $150,000. This change “qualified” First National Stores
to the same discount as that received by all other “qualified” chains in New York



The Morton and International Salt Cases 175

and all other territories. This revision was circulated to all producers and was
adopted by all producers on their shipments into New York.142 Not long after this
change, the graduated scale of discounts that existed only in New York territory
was withdrawn. In its place a single discount of 3% was adopted. This discount
was granted to buyers whose purchases from all sources totaled $150,000 or more
per year. The same buyers who had previously qualified for a 10% discount in
New York now qualified for only 3%. This revision was adopted by all producers
in New York and by all producers making shipments into New York territory.

There is very little evidence on why the New York producers initially adopted
a graduated scale of discounts. John L. Ryon, International’s sales manager, later
commented on why the graduated scale was abandoned:

A. . . . [The graduated scale] was abandoned because we found that smaller wholesale and retail
buyers were combining to purchase collectively and put themselves in higher brackets for larger
discounts.
Q. With what effect?
A. The effect was very demoralizing. It was a plan which confused the correct record of
business and which allowed small concerns. . . to get into a group which had qualified for the
top quantity discount and participate somewhere along the line. It developed into a first-class
racket.143

At any rate, the graduated scale did not last for long. Reducing the discount to
3% to buyers of $150,000 per year very likely reduced the ability and incentive
of wholesalers and other smaller buyers to pool their purchases to qualify for a
larger discount. However, I uncovered no detailed evidence why the New York
producers adopted a 3% discount. In all other territories the discount remained at
10% throughout the NRA. The annual purchase volumes identified large grocery
chains operating in each territory and they were all eligible for a 10% discount
except in New York.

5.2. Controversy Over the Discounts During the NRA

Just after the Code took effect, the National-American Wholesale Grocer’s Asso-
ciation forwarded to the NRA complaints it had received about the annual-volume
discounts on table salt. To these complaints the Secretary of the Association added
his own view:

Under Article 4 of the. . . Code it is provided that each producer ‘shall individually publish to
the trade and to the Code Committee the prices at which he will sell.’

I do not believe that under this provision it was contemplated that producers should agree
upon uniform quantity discount percentages, but it would seem to me that each producer
would be required to establish his own individual prices and terms of sale. . .. Paragraph C
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of Article 4 provides that differences in price based on differences in grade, quantity, quality,
etc., shall not constitute discrimination. . . While it is . . . true that an individual manufacturer
may discriminate in price based on the quantity sold, I know that it was not contemplated by
the Clayton Act, nor do I believe that it was contemplated by the recently approved Code, that
manufacturers should agree upon uniform quantity discounts along the lines of that which I
have quoted earlier.144

The point was that the producers jointly identified a group of buyers who were
supplied at a lower price, regardless of the amount the buyer purchased from the
individual producer. This was different from the individual producer offering a
lower price based on a larger quantity or volume that a buyer purchased from
an individual producer and which, according to the Secretary, was what was
contemplated under the approved code.

This and other similar complaints led the NRA in November 1933 to request
that the Code Committee set up a committee of producers to present arguments and
evidence in favor of and in opposition to the discount and to advise the NRA of its
findings.145 No reference was made to the graduated scale in New York territory.

In response, the Code Committee appointed two committees. One committee
was composed of producers who opposed the 10% discount and was to present
arguments and evidence why it should be abolished. The other committee was
composed of producers who favored the discount and was to present the arguments
and evidence why it should be continued. It was contemplated that the committees’
reports were to form the basis of a single report with recommendations by the
Code Committee to be submitted to the NRA. This never occurred and instead the
reports of the committees were submitted directly to the NRA without comment
or analysis by the Code Committee.

5.3. Consideration of the Discount by the Code Committee

At its meeting on March 29, 1934, the Code Committee took up the discount
question. The reports of the committees were already in hand. Ince, of Colonial
Salt in Ohio, Chairman of the committee opposed to the discount, had earlier
informed the Code Committee that:

My committee after fully discussing the matter, decided that it would not make a combined
report. . . We have no data to collect and therefore we decided that each member would make
a separate and distinct report.146

Members of Ince’s committee represented Myles Salt Co. in Louisiana; Carey Salt
Co. in Kansas; Watkins Salt Co. in New York; and Colonial Salt Co. in Ohio. Myles
submitted no report. Carey, Watkins and Colonial submitted individual letters. The
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committee in favor of the discount submitted a single report. This committee was
chaired by W. G. Wilcox, President of Mulkey Salt Co., a subsidiary of Morton’s,
and his views no doubt reflected Morton’s. Morton itself was not represented on
the committee, although it submitted data to it. The remaining members were
representatives of Diamond Crystal Salt Co. in Michigan; Worchester Salt Co. in
New York; Ohio Salt Co. in Ohio; and International in New York and Louisiana.

There is no record of the Code Committee’s deliberations at its March 29
meeting. However, two resolutions were presented to the Code Committee and
a vote on each was taken. The resolutions probably give some idea of what was
discussed and are reproduced below:

[T]he subject of quantity discounts to large resale buyers was considered by the Code Commit-
tee, and after much discussion the following resolution approving the continuance of quantity
discounts to large resale buyers was introduced:

Marketing provisions of the Code provide that ‘Each producer in each field of production
shall individually publish to the trade and to the Code Committee the price at which he will
sell.’ Under this provision, any producer in his field of production may individually quote and
sell his salt at such prices as he may establish and it would appear likewise that this carries with
it the right to make such prices net or subject to discount. Under our Code the only limitation
on this right is that he may not sell his salt at a price which will net him at his plant less than
his current cost of production.

Should the Code Committee find prices in any field unreasonably high, it may require
them to be reduced to a reasonable figure, and this might further be construed to give the
Code Committee the right to require a reduction of discounts if found to be unreasonable or
economically unsound.

It has been the practice of a number of salt producers over a long term of years to grant
discounts to large quantity buyers, and this Committee recognizes that price differentials are
an established practice in many industries. They are not necessarily discriminatory, but are the
result of considered judgment in appraising the value of different marketing channels, from the
standpoint of volume or distribution facilities or for other reasons. We believe that differentials
based on quantity most fairly recognizes the value of such channels of distribution, and that
the total business over a period of time rather than individual transactions more equitably
establishes the true status of the quantity buyer, in that such a method affords each competitive
seller an opportunity to share in the business of the large buyers, whereas if the discount were
applied to a quantity purchased at one time from one manufacturer, it might result in excluding
competitive sellers from that particular business.

Discounts allowed should bear a definite relationship to the benefits accruing to the seller.
The report of the special committee submitted in favor of quantity discounts quotes figures sub-
mitted in favor of quantity discounts by a number of manufacturers, showing their differences
in selling costs as between the large buyer and the general run of trade, which indicate that the
discounts now allowed are less than the saving in selling costs alone, without considering other
definite advantages which accrue to the manufacturer through selling to these large buyers.

The report of the committee opposing quantity discounts sets forth a number of meritorious
arguments why quantity discounts should not be allowed, and while we recognize many
reasons why it would be desirable to discontinue all discounts or differentials from quantity
buying to the resale trade, and have given full weight to the attitude of buyers whose purchases
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are not of sufficient volume to entitle them to the benefit of such discounts, we believe that
at this time it will be unwise and constitute a hardship on such manufacturers in our industry
who for many years have enjoyed a large share of the business of these quantity buyers and
are dependent on such business to a large extent for the efficient operation of their plants.

Therefore, upon motion made and seconded, it is resolved that this committee should not
interfere with the selling prices or discounts of individual producers selling to quantity buyers
so long as such discounts are not out of proportion to the benefits accruing to the seller through
the enjoyment of such business.

A vote having been taken, three members of the Code Committee voted in favor thereof
and four members. . . voted in the negative. The Chairman declared the resolution lost. There
was then presented to the Code Committee the following resolution:

Marketing conditions of the code provide that ‘Each producer in each field of production
shall individually publish to the trade and to the Code Committee the prices at which he will
sell.’ Should the Code Committee find prices in any field unreasonably high, it may require
them to be reduced to a reasonable figure, and this might further be construed to give the
Code Committee the right to require the elimination of discounts found to be unreasonable or
economically unsound. It has for some time been the practice of a number of salt producers
to grant discounts to large quantity buyers and this committee recognizes that such discounts
may result in discrimination as between buyers conducting similar businesses and marketing
similar grades of salt.

The report of the Special Committee opposed to the granting of quantity discounts does,
in the opinion of this Committee, set forth such facts in support of their recommendation that
the Code Committee feels justified in recommending the elimination of quantity discounts to
resale buyers.

Now, therefore, be it Resolved that the Code Committee recommends that the practice
of granting quantity discounts. . . to resale buyers be discontinued. Motion having been duly
made and seconded, and a vote having been taken, four members of the Code Committee
voted in favor thereof, and three members of the Code Committee voted in the negative.

The chairman declared the resolution adopted and instructed the Secretary to inform the
Deputy Administrator [NRA] to the action taken by the Code Committee and request advice
as to what further steps should be taken in connection with this subject.147

The resolution passed by the Code Committee was a recommendation that the
discount be eliminated. It was not a ruling that the discount violated the code and
therefore had to be eliminated. In fact, the discount continued to be granted by
all producers after the resolution was passed. Apparently, the Code Committee
was waiting for the advice of the NRA whether a formal ruling to eliminate the
discount should be made.148

The NRA’s advice was received a short time later:

A number of protests have been received. . . from various purchasers of salt. These specifically
protest certain discounts given. . . to large purchasers. . . There appears no provision in the
Code. . . which prohibits the procedure. There is, however, evidence that such is undesirable
and creates a condition of unrest which might well be avoided. . . It is our desire that this
office be of assistance to the Industry in every manner possible to the end that we may aid
the Industry in its efforts to become self-governing. It appears. . . that the practice of granting
quantity discounts. . . to resale purchasers was voted to be discontinued. It further appears that
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the Code Committee desired advice from the Administration as to what further steps should be
taken in connection with the subject. There would appear to be three courses of action open:

(1) Industry may by amending code prohibit discounts.
(2) Administration may propose equivalent action.
(3) The Industry members may by mutual consent discontinue discounts.149

The letter concludes by offering the Administration’s help in implementing any
such course of action.

It is clear that the NRA was willing to see the discount eliminated. But this
would not please the producers who favored the discount or buyers who received
it. There was no direct response to the NRA’s advice and no steps were taken along
the lines suggested. Instead, at its meeting in May 1934, the Code Committee
reached the following conclusion:

The Code Committee gave further consideration to the subject of quantity discounts and after a
careful examination of all facts found a divided opinion in the industry on the question. . . Pricing
salt at which it will be sold has always been an individual matter for each producer and this is
so recognized in the Code by the provision that each producer in each field of production shall
individually publish to the trade the prices at which he will sell. The Code does not provide
for the Code Committee to make or fix prices at which producers in the industry shall sell salt
above cost.150

Since the membership of the Code Committee was the same as when the resolution
recommending that the discount be eliminated passed, this change in the Commit-
tee’s position is curious. There is no indication of what led up to the Committee’s
decision. It could be that the producers who favored the discount indicated that
they were going to continue it, perhaps believing that the NRA would be unlikely
independently to prevent them from doing so. Given the locations of the producers
known to favor the discount, the publication of a discount by them would have
covered all territories with the possible exception of Oklahoma. Amending the
Code as suggested by the NRA was not attempted. This would have required a
majority vote of all industry members (not just those on the Code Committee), and
it may be that the producers opposing the discount did not have the votes to win.
Of the 15 producers of table salt, the views of 11 of them concerning the discount
are known. Six of the 11 favored it (Diamond Crystal, International, Morton,
Union, Ohio and Worchester) and five opposed it (Carey, Colonial, Jefferson
Island, Myles and Watkins). Of the remaining four, I believe Barton was opposed
and Hardy and American were probably in favor. Texaco’s position is not known.

At any rate, the discount was not abolished by the Code Committee, and the
NRA, although it expressed concerns, never itself took steps to eliminate or
modify the discount.
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5.4. The Subcommittees’ Reports

The committees’ reports are not very informative. They lack detail and reveal little
about why costs of supplying “quantity buyers” were (or were not) lower than
costs of supplying wholesalers generally. What is clear is that the savings on sales
to “quantity buyers” that the committee in favor of the discount tried to show
rested on differences in selling costs. The producers who opposed the discount
focused less on cost differences than on other reasons why the discount should be
eliminated.

5.4.1. The Report of the Committee in Support of the Discount
The report of the committee favoring the discount contains the following
statement:

The Committee believes the only question at stake is whether the present published discounts
available to buyers of $100,000 worth of salt or more per annum are justified by the difference
in cost in selling buyers of this classification as compared with the cost of selling the average
buyer. The committee has, therefore, requested six different salt companies who have made
substantial sales to buyers of $100,000 or more of salt per annum and who also do a substantial
volume of business with all other types of buyers to submit to you their direct selling expense
in the two cases.151

The selling expenses submitted to the committee are not identified by company
and are expressed as a percentage of sales (net of freight) to “quantity buyers” and
“all others.” No detail is given how the estimates by the different companies were
derived. The report also does not identify the components of selling expenses, or
why they were lower on sales to “quantity buyers.” The reported expense rates
vary substantially across producers, although for each producer, the difference
in expense rates between the two buyer-classifications is similar, except for one
company. For the six companies, the difference in selling expenses relative to
sales averages about 13 percentage points: that is, selling expenses relative to
sales to “quantity buyers” are reported to be about 13 percentage points less
than selling expenses relative to sales to “all others.”152 The discount to quantity
buyers in most territories is 10% of the list price of blanket items (the items
commonly purchased by “quantity buyers”), or about 11–12% of sales (net of
an estimate for freight). The committee concluded that the discount to quantity
buyers “is certainly justified by the experience reflected in these figures.”153

I suspect that the estimates were made with care, because these producers
favored the discount, and it was known that their report would be reviewed by
the NRA. At the time, an expectation that the NRA would examine the report
and perhaps use it in reaching a decision whether the discount should continue
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is probably reasonable. However, the NRA did not request greater detail or
clarification.

5.4.2. Analysis of the Possible Cost Differences
Reasonable guesses can be made about what the estimates tried to show. As sub-
mitted, the comparisons are said to reflect differences in direct selling expenses on
sales to “quantity buyers” (whose purchases were predominately of table salt) and
“all other buyers.” The latter classification includes wholesalers (whose purchases
were predominately of table salt) and all other buyers (who purchased other
types of salt). The major direct selling expenses were the salaries and expenses
of the merchandising and carload reps who generated and assembled orders for
carload shipments. The carload reps typically called on all classes of trade; the
merchandising reps focused on generating sales of table salt. The basic question is
whether selling expenses in supplying “quantity buyers” were typically lower than
in supplying wholesalers and other buyers; and of course, whether any difference
in selling expenses was consistent with the magnitude and character of the
discount granted.

In terms of magnitude, the figures presented by the committee seem to justify
the discount: the reported differences in expense rates average about 13 percentage
points (on sales net of freight); the discount was 10% of list (or probably over
11% net of freight), except in New York territory, where the discount was only
3%. In terms of character, what would be relevant is evidence that the savings
typically applied to any sales to “quantity buyers,” since the discount was granted
by each producer onanysales it made (regardless of annual quantity or volume)
to any “quantity buyer.” The committee’s report throws little light on this issue.

In discussing the carload discount in earlier sections, I discussed the producers’
practices in generating orders for table salt. Typically, this involved using carload
and merchandising reps to generate orders and to assemble them into pool and
straight cars for shipment to particular destinations. During the FTC’s proceedings
against Morton and International, substantial evidence was uncovered indicating
that merchandising services were entirely avoided, and carload reps’ services
were reduced, on the producers’ sales to the large grocery chains (the “quantity
buyers” during the code). This evidence, which will be discussed in detail later,
suggests that the savings occurred because the large chains, through agreements
reached with the producers, bought differently than did the typical wholesaler;
and that this difference allowed the producers to reduce their selling expenses on
sales to the large chains. The evidence also suggests that such savings occurred
on virtually any sales the producers made to the large chains. This is consistent
with the discount granted during the NRA: each producer granted the discount
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on any sales it made to a “quantity buyer,” regardless of the annual quantity or
volume that the individual producer supplied to any such buyer. During the code,
the identification of “quantity buyers” and the specification of the exact discount
these buyers were granted would eliminate errors and possible competition
among the producers during the code to extend discounts to buyers who were not
cheaper to supply. Jointly setting a large annual “qualifying volume” to secure
the discount identified only large chains, and these were the buyers the evidence
suggests were cheaper to supply.

Toward the end of the committee’s report the following statement appears:

During recent years and up to the signing of the Code. . ., the industry suffered from excessive
over capacity, from the entrance of new factors into the industry, and in short from all the
ills affecting any commodity business. It became a buyers’ market. The struggle for attractive
business became intense and bitter. Concessions were freely given and immediately met. Secret
discounts, confidential deals and all other devices, always resorted to under such condition in
the past, eventually made the manufacturer almost powerless in the face of concentrated buying
power. The inevitable result was that the large quantity buyers were securing prices that were
undoubtedly in some cases below actual manufacturing cost. These special concessions applied
to any types of salt sold. . . As the conditions became worse the buyer of lesser buying power
was of necessity being increasingly discriminated against. The small buyer is now buying all
items except table salt on exactly the same basis as the biggest buyers in the country. Only those
acquainted with the troubles which beset this industry in the past can appreciate the immense
effort which the industry has put forth to eliminate discrimination. Today the only difference
between the average small buyer and buyers of such size that their annual purchases amount to
$100,000.00 or more is a quantity discount open and published applying to table salt only. . .

While our code was awaiting approval. . . the buyers of salt, knowing that the old deals
and special favors would be eliminated bought heavily at the then prevailing price basis to
them. The large stocks of salt purchased at those prices have not yet entirely cleared from the
merchants’ warehouses. For this reason, it is still too early to see the true benefits and actual
effects of our present price structure. It is the belief of your Committee that it will take another
six months to develop sufficient experience under our present price structure and our published
quantity discount. The question is solely as to whether these discounts are discriminatory or
not; on the basis of economics or law or code they are absolutely justifiable. This committee
strongly recommends that these facts be regarded impartially and fairly and that no conclusion
be reached and that no firm decision be made until a sufficient amount of time has elapsed to
indicate whether or not theamountof the discount or the basis of discount needs revision as
shown by its practical working.154

The quotation implies that conditions before the code were competitive. There
is evidence that before the code a discount to quantity buyers existed, although
its exact nature and the buyers who secured it then are not known. The quotation
suggests that prices to the large chains were probably below prices typically
charged wholesalers, probably reflecting a discount granted to the large chains.
Under competitive conditions, persistent price differences among different buyers
or groups of buyers would be expected to be cost based.
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5.5. The Reports of the Committee in Opposition

What objections were raised by the committee opposed to the discounts? Only
two of the committee’s members filed statements that dealt with the issue. Ince
of Colonial Salt Co. was an outspoken critic of the discount. His statement is
composed of two parts.155 The first raises a series of “pointed questions,” and
Ince’s answers to them he alleged cast doubt on the cost justification he believed
the committee in support of the discount would advance. According to Ince, the
committee’s cost justification would likely rest on the avoidance of merchandising
service (and reduced carload reps’ service) in supplying “quantity buyers,” and
Ince raised concerns about this. I reproduce Ince’s main questions and comment
on them:

(1) Is it not a fact that in their relations with one chain store at least (Safeway
Stores) it has been a practice to bill each unit [branch warehouse] direct which
involves extra expense in billing so many invoices?

Orders for salt were typically placed by, and shipped to, the chains’ branch ware-
houses. Invoices were prepared whenever shipments were made. That the branches
of Safeway paid the bills (rather than Safeway’s central headquarters) would have
imposed little if any additional billing cost on the salt producer.

(2) Is it not a fact that the chain stores do not always confine their purchases to
straight carloads? Do they not often order L. C. L. shipments, to be delivered
in pool cars to their various units? This would represent a heavy expense to the
producers, because it would necessitate salesmen spending a day, or possibly
two days, making up the balance of the car at a point where the unit, or units,
are located.

Evidence that allows some response to this question appeared during the FTC’s
proceedings. Ince implies that the selling process was one in which the carload
reps call on the chains’ branches, accept an order for a partial car, and then call
on wholesalers to fill it. If so, the chain call would require essentially the same
carload reps’ service as would be required if the sale had first been made to a
wholesaler and the chain was then called upon to help fill the car. However, Ince’s
statement does not describe very accurately the chains’ typical buying practices, or
how the producers typically dealt with these buyers. In general, the chains, through
agreements reached with the individual producers, placed their orders directly with
the producer without the intervention of sales reps relatively much more frequently
than did wholesalers, whose orders were almost invariably solicited by carload
reps. The chains’ orders were often for straight cars, but not always. However, their
orders for shipment in pool cars were also placed directly with the producer for
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inclusion in the next car to be assembled and without the services of carload reps.
When such cars were assembled, the salt companies’ carload and merchandising
reps provided services to wholesalers, but they typically did not call on the chains’
branches. The chains’ typically were not provided any merchandising service.

(3) Why is it that the 10% bonus is not applicable to the Texas Territory?

When the Secretary of the Code Committee described the discount in each territory,
none was listed for Texas. This only reflected the fact that a discount had yet to be
published for Texas. A short time later, a 10% discount was published for sales in
Texas.

The second part of Ince’s statement follows:

Now let us view the matter from another angle, namely Unfair Trade Practices, Unjust Dis-
crimination. . .

[W]hy penalize the Wholesaler Grocer to the extent of 10% and indirectly, also, the indepen-
dent retail grocer? Please note Exhibits 1 and 2 attached. No. 1 represents a Kroger ad appearing
in the Pittsburgh paper. . . They price two pound packages to the consumer, three for 10 cents,
which is approximately $.0333 per package. The same package costs the Pittsburgh Wholesale
Grocer $.0315. In selling to the independent retailers, he must consider a fair margin of profit
for himself, and this is also true of the Independent Grocer when he sells to the consumer. . .

It is only fair to point out that there are probably hundreds of wholesale grocers and other
buyers of salt in carload lots, who would gladly dispense with any and all sales expenses on
the part of the producers, and thereby qualify for the 10% discount, or any other discount
established by a producer, based on less sales expense, or in other words ‘Earned Discount.’

Conclusion: large discounts, and ever larger discounts to chain stores, has been the
procedure brought about by the eagerness of manufacturers to sell, and the playing of one
manufacturer against another, by said chain stores.

The Result – Forcing even lower prices to smaller buyers, wholesalers and retailers, so that
they might have some chance to stay in business. Further Result – Even lower prices required
of salt manufacturers.156

Ince concludes that the carload price “should be the lowest price to anyone.”
Ince states that many wholesalers would prefer to dispense with selling services
in exchange for a lower price. However, Ince did not advocate extending the
discount to these buyers. Obviously this would complicate the distribution and
pricing system, and also, during the code, probably have weakened the producers’
ability to maintain prices. Ince’s main concern seems to be that the discount made
it harder to maintain the existing price to wholesalers. From limited evidence,
Ince’s firm specialized relatively in supplying wholesalers.157 His solution was to
raise the price to the chains rather than to lower prices to wholesalers.

It is of interest to contrast Ince’s views with those of Frank Venning, of The
Union Salt Co., also in Ohio.158 In comments later made to the FTC, Venning
supported the discount about as strongly as Ince opposed it. Union supplied
most of its table salt to large chains. In Venning’s view, eliminating the discount
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would reduce the chains’ demand; and the loss from this could only be offset
on additional sales to buyers (including the chains) who required (or who would
come to require) additional selling services. In supplying such services, Venning
believed that Union was far less efficient than his major competitors.

Howard Carey of Carey Salt Co. in Kansas, also responded in opposition to the
discount:

It is argued that no resale work [missionary work] is necessary in the case of large quantity
buyers. This is not a just claim, because no resale work is necessary in case of many carload
sales. In fact, in most instances resale work has been proffered or suggested or arbitrarily
given by producer for the purpose of forcing brands in, and in comparatively few cases is
it demanded by any buyer. Furthermore, producers have consistently refused to make any
differential or additional charge for salt sold by resale work or intensive selling over that salt
on which no resale work is given. . .

It is greatly to the benefit of the salt industry if the product in its various forms and packs can
be placed in practically all stores or shops. . . This ideal cannot be attained if any one buyer or
class of buyers is accorded a discount, or an inside or lower price, than any other buyer. Viewed
from the standpoint of the salt industry, mere membership in or ownership by any organization
or corporation, or group, or so-called chain, does not give any greater value to the retail outlet
or wholesale distributor. Nor should such membership or ownership entitle that outlet to own its
salt at any lower price than another individual outlet of similar importance to the salt business.

[I]f such is the case, the salt industry is guilty of fostering one class of buyer as compared
with another, with the probable result that more and more of the tonnage will move through the
outlet with the lower cost price. This is not at all a desirable thing economically because it not
only works for the exclusion of distributive outlets but to the exclusion of producers as well. . .

It is argued by those proponents of a discount to quantity buyers. . . that the cost of doing
business with such concerns is so much less, and that there is so much less service required. . . I
submit to you that any study of the cost of doing business with such concerns will be only
a theoretical study, and in making such a study, the cost of rendering that extra service will
be arbitrarily charged against hundreds of orders received by various producers by mail,
telegraph and telephone, on which no service is necessary, and many hundred other orders
taken by salesman of the various [wholesalers], and on which no additional service is necessary
or rendered.

Discounts. . . paid large quantity buyers or buying organizations. . . do not in any way
promote or increase the use of salt one iota. Rather is the use of salt promoted by having it
universally handled by all possible outlets, rather than by concentrating its distribution through
a few limited channels which receive more favorable prices, and enjoy more favorable costs.

The ideal for the industry, for the distributor and for the consuming public is, one price to
all with no discounts. . . of any kind.159

Carey’s firm also specialized in supplying wholesalers.160 In general, Carey’s
comments are similar to Ince’s. There is mention by Carey of additional services in
supplying wholesalers, but that many wholesalers would prefer a lower price. How-
ever, Carey did not suggest lowering the price to wholesalers to equal that charged
the large chains, although it is a move in this direction that would diminish services
provided to wholesalers. Carey did not publish a lower price to wholesalers.
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All in all, the committees’ reports are not particularly helpful in distinguishing
whether the discount reflected a cost difference or price discrimination favoring
the large chains, although all the comments suggested that the large chains were
cheaper to supply. The committee supporting the discount argued on grounds of
lower costs, but the evidence it presented is incomplete and hard to assess. The
committee opposing the discount implied that more services were required to
supply wholesalers than the large chains, but that not all wholesalers required
these services or that some wholesalers would prefer a lower price. However, the
committee’s members did not advocate lowering the price to wholesalers, nor did
they publish one. Instead, they advocated a higher price to the chains.

5.6. The Discounts After the NRA

After the demise of the NRA, the producers continued to operate as under the
code, or at least attempted to do so. Haddock notes (in March 1936) that the 10%
discount continued in effect, as did the 3% discount in New York.161

In all territories, “quantity buyers” were qualified as under the code, either
by the individual producer or by the SPA, and the names of qualified buyers
continued to be circulated to all producers. No discount in any territory was to be
granted to any buyer other than to the buyers who were qualified by the producers
in that territory; and no discount larger than that published by the producers in
each territory was to be granted on any sales in that territory.

One change occurred in late 1935, when the 10% discount came to be expressed
in units of money, each unit representing approximately 5% of the plant price
on delivered-price items and 5% of blanket prices. These were the units listed in
Morton’s Bulletin 900. Qualified buyers were granted two discount units (or about
10%, as before). This change was adopted by all producers, and applied on all
shipments except those in New York territory, where the 3% discount continued.162

5.7. The Revisions Made in July 1936

The Robinson-Patman Act was passed in June 1936. In July of that year, a revised
discount to quantity buyers applicable in all territories was adopted by all produc-
ers. This revised discount is what was challenged by the FTC in its cases against
Morton and International. The wholesalers who had complained to the NRA called
the FTC’s attention to the revised discount.

With the passage of the Robinson-Patman Act, it is reasonable to suppose that
the producers would consider whether their existing discount would be challenged
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and could be successfully defended; and also whether revisions could be made
that would diminish the chances of a challenge, and, if challenged, provide a
better defense. The producers who supported the discount knew that a united
front would be hard to maintain, and in fact, in their responses to the FTC’s
initial queries about the firms’ discount practices, certain producers noted their
opposition to a discount to quantity buyers and welcomed the FTC’s investigation
as a means finally to resolve the issue.163 Ince submitted to the FTC his comments
opposing the discount that had been submitted to the NRA.

Just after passage of the Robinson-Patman Act, meetings were held by the
producers under the auspices of the SPA and legal counsel was sought to consider
how each producer might respond to the Act’s requirements. Circulations were
later made apparently reflecting the recommended course of action.164 Details of
these meetings and circulations are not available, so it is only possible to surmise
what was decided by examining the revisions to the discount and the arguments
the producers made before the FTC to justify their discount practices. I note here
that the revisions to the discount adopted in July 1936 seem more an effort to
adjust to what were seen as requirements of the Act than a reflection of any basic
changes in the character of salt distribution.

All of the producers who favored the discount during the NRA made identical
revisions to their discount just after the Robinson-Patman was passed; and they
each made the same arguments to the FTC in defense of their discount practices.
The producers who opposed the discount during the NRA also adopted the revised
discount. They argued that they adopted the discount because their competitors
had done so, but would prefer that no discount exist whose terms they were
required to meet. Two revisions of importance occurred.

5.7.1. Revision in Buyer Qualification
First, the discount was tied to the buyer’s purchases of a specified annual volume
from an individual producer. Each producer published a discount granted to a
buyer who purchased from the producer $50,000 or more of table salt per year.165

This reflected a change from past practice in which the discount was granted to a
buyer whose purchases from all producers aggregated $100,000 or more per year
($250,000 in Louisiana and $150,000 in New York).166 As in the past, the name
of any buyer who qualified for the discount (by purchasing $50,000 or more from
any one producer) was circulated to all producers. Once in receipt of any such
announcement, all of the other producers granted the buyer the identical discount
on any sales made to it. No volume requirement was imposed for the buyer to
secure the discount from the other producers. This change basically meant that
the “qualification” of a buyer was to be based on his purchases from an individual
producer rather than his purchases from all producers combined. However, once



188 JOHN L. PETERMAN

qualified, the buyer secured the discount on any purchases from any producer.
All of the large chains that had qualified as “quantity buyers” during the NRA
and up to the revision in July 1936 were qualified (and their names circulated by
the “qualifying” producer) immediately after and in some cases jointly with the
publication of the revised discount. Each of these buyers had purchased $50,000
of table salt over the past year from at least one and in some cases from more than
one producer.

The publication of the revised discount by each producer and the circulation by
bulletin of the names of any “qualified” buyer provided each producer with clear
evidence that a discount of specified amount was being granted by a competitor
to the identified buyers. The grant of the same discount to the identified buyers
by each producer (even though their individual sales were less than $50,000
per year) was said by all producers to be necessary to “meet competition” and
therefore legal under the Robinson-Patman Act’s meeting competition defense.
At the time, with little experience under the Act, the producers may have believed
that “meeting competition” provided an unqualified defense.

This change in the discount is reflected in the testimony of Ryon of International
and Peterkin, Jr. in response to questions later put to them by FTC counsel:

Q. Now, Mr. Ryon, so far as International Salt Company is concerned, a purchaser. . . who is
to qualify with your company for the $50,000 quantity discount – must he purchase $50,000
worth of salt from your company in a twelve consecutive month period, or may that $50,000
be from all [sources] of which you have only a part?
A. No, he must buy that from us.
Q. In order to qualify with you?
A. In order to qualify. . .
Q. Now, [it was] testified that International Salt Company would grant the unit discount to
any customer who purchases $50,000 worth of table salt from other sources of supply [but not
from International]. When you do that why do you do that?
A. When we have done it, we have done it to meet a competitive price by another salt
producer.167

Peterkin, Jr. testified:
A. . . . [A] discount [is] paid to any purchaser of table salt grades whose purchases in any
twelve consecutive months. . . [are] equal to or in excess of $50,000.
Q. Now, do such purchasers. . . have to purchase that amount of salt from you. . . in order to
be eligible for the additional discount?
A. If they were buying their salt from us they would have to purchase an amount equal to
$50,000 annually. . .
Q. Well, if they bought $50,000 worth of salt from International Salt Company and $500 worth
of salt a year from you would they get the. . . discount. . .?
A. They might or might not.
Q. What would be the governing factor?
A. Competition.
Q. If International Salt Company were granting five percent discount on $50,000 would you
grant a five percent. . . discount. . . on $500 worth of salt?
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A. We might.
Q. Has that been done, sir?
A. Yes. . .

Q. Then it is the policy of the Morton Salt Company to grant the approximate 5 per-
cent. . . discount. . . to any customer who is receiving a similar discount from a competitor of
Morton Salt?
A. We endeavor at all times to be competitive.168

5.7.2. Change in the Argument About Cost Justification
The change in buyer qualification was accompanied by the argument, at least by
the producers who favored the discount, that a buyer of $50,000 or more per year
from an individual producer was cheaper to supply than a buyer who purchased
less than this amount, and that the savings related to the purchase of this volume
is what justified the discount. “Cost justification” is also a defense under the
Robinson-Patman Act. Linking lower costs to the buyer’s purchase of a “large”
annual volume from an individual producer was not an argument that had been
advanced to justify the discount during the NRA.169 Such an argument would
have been very hard to make, given that “qualification” for the discount during the
NRA was based on the buyer’s aggregate purchases from all producers. The cost
savings in supplying “quantity buyers” during the NRA was never said to relate
to the buyer’s purchase of any specified quantity or volume from the individual
producer.

Both Morton and International argued that cost savings resulted only if the
buyer purchased $50,000 or more per year from the individual producer. Such an
argument might be expected, given the change in buyer qualification: a producer
offering a discount to a buyer who purchases $50,000 or more per year from
it would be expected to relate the cost saving to the purchase of at least this
volume. However, exactly what considerations led the producers to change the
“qualifying” amount and to relate it to the buyer’s purchases from an individual
producer are not known. Perhaps “qualifying” a buyer based on its aggregate
purchases from all producers was believed to leave the producers more open to
a charge of jointly determining a group of buyers that were to be supplied at a
lower price, and thus more open to a charge of price discrimination.

Basing qualification on the volume purchased from an individual producer might
have been seen to avoid these problems, and perhaps also to structure the discount
more in accord with common sense: a seller might be seen as likely to secure a
saving if it supplies a “large” volume to an individual buyer. Morton advanced the
view, particularly before the Courts, that the Robinson-Patman Act did not apply
to a firm’s quantity or volume discounts publicly announced and available to a
buyer meeting its terms, so the revision might have been thought to structure the
discount in a way that would escape legal challenge altogether. When the revision
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was adopted there was no experience under the Act, and perhaps this view was not
unreasonable at the time.

5.8. Avoiding Mention of Past Discounts

Throughout the FTC’s proceedings against Morton and International, virtually
no mention is made of the previous discount to “quantity buyers.” Morton never
mentions it, except to note that a discount to large buyers had been granted for many
years. There were a few references by International to previous discounts. This was
done to offset inferences that the FTC might draw from certain invoices to “quantity
buyers” that the FTC had submitted as evidence in its case against International.
These invoices indicated that a discount was granted to certain buyers and not
others, from which the FTC might conclude that price discrimination existed.
These invoices were issued after, but reflected orders taken before, the Robinson-
Patman Act was passed. In response, International submitted bulletins to its sales
force reflecting the discount to be granted to “quantity buyers” in effect when the
orders were taken. This discount was what appeared on the invoices. International’s
point was that the invoices could not be taken as evidence of illegal discrimination,
since they reflected a discount existing before the Robinson-Patman Act that was
discontinued just after the Act was passed. According to International, the “$50,000
discount” that it adopted just after the Robinson-Patman Act was passed was
adopted to meet competition – that is, to meet a discount known to have been
adopted by its competitors – and also because this discount was cost based.

5.9. Difficulties Posed by the FTC’s Challenge

Many of the discounts granted by the individual producers went to buyers who
were “qualified” by another producer and to whom most of the producers did not
supply $50,000 or more of table salt per year. Each producer “justified” granting
the discount on its sales to such buyers on the ground that this was necessary to
meet an “equally low price” known to be granted to these buyers by competitors. If
the FTC rejected this “meeting competition” defense, the discounting, to continue,
would have to be cost justified. But this could not be done, or at least not easily,
if lower costs were said to relate to the producer’s supplying $50,000 or more per
year to the individual buyer.

In fact, relating the cost saving to the producer’s sale of a “large” annual
volume to an individual buyer could increase the chances that the FTC would
reject the “meeting competition” defense. This is because, in the many instances
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in which the producer granted the discount, its sales to the buyer were less (often
substantially less) than $50,000 per year. In such instances, a lower price could be
seen to be charged to some buyers and not others even though the cost of supplying
either was the same – by the producers’ own admissions. If so, the discount could
easily be seen as discriminatory. It seems unlikely that the FTC would permit
“meeting competition” to justify a potentially discriminatory price structure.

Relating lower costs to the producer’s sales of a “large” annual volume to the
individual buyer could also make cost justification more difficult. In fact, what
the producers argued, and tried to show, throughout the FTC’s proceedings was
that the “qualified” buyers (primarily the large chains) were cheaper to supply
not because they purchased a large volume from the individual producer but
because merchandising and carload reps’ services were avoided or reduced onall
sales to them. The savings were said to relate to important differences in how the
producers supplied these buyers as against wholesalers generally, and not to the
buyer’s purchase of a “large” annual volume from the individual producer.

The testimony of Morton’s and International’s officials during the FTC’s
proceedings about cost savings dealt almost entirely with the avoidance of
merchandising service and savings in carload reps’ services on sales to the
large chains. The cost studies submitted by Morton and International to justify
the discount emphasized the avoidance of merchandising services in supplying
the large chains. These savings appear to be independent of the annual volume
that the individual producer sold to any such buyer. In general, the cost savings
said to exist appeared unrelated to the discount that the savings were to justify.

5.10. Change in the Size of the Discount

The second major change adopted in 1936 was that in all territories except New
York, the discount was reduced from two units to one unit (or from approximately
10 to 5% of list). In New York, the discount was raised from 3% to one unit (5%
of list). There are no direct references indicating why this reduction occurred. A
smaller discount might be less opposed by wholesalers and by the producers who
opposed a discount. A smaller discount might also be less subject to FTC challenge.
Whether such considerations had a bearing on this change is not known.

During the NRA, list prices of table salt were substantially higher than
transactions prices after it, and service levels on sales to wholesalers maintained
during the NRA, or that were encouraged by the code, might not have been
maintained afterwards, when prices fell and more freely varied. The reduction in
the discount from 10 to 5% in most territories might have taken account of this,
since under more competitive conditions some downward adjustment in service
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levels would be expected. If service levels were reduced, then possible savings
on sales to the large chains from the avoidance or reduction of merchandising and
carload reps’ services would be less, and represent a smaller percentage of list.
This would certainly be true if list prices were the same when the revisions in the
discount occurred as existed during the code.

When the change in the discount was announced, new price scales were issued.
Whether list prices were reduced at that time could not be discovered with
certainty, although I do not believe they were. If list prices during the code went
about as far as the producers could go to set prices jointly, then the retention of the
same list prices in future would make sense – to reflect what the producers might
hope to achieve. However, after the code, transactions prices were commonly
below list, and at times substantially below list.

Alternatively, the reduction in the discount after the competitive restraints
during the NRA were removed could reflect possible cost savings in supplying
the large chains, in which case the 10% discount to these buyers during the NRA
might have discriminated, at least in part, in their favor. I turn to consider what
the FTC’s proceedings reveal.

6. THE CASE AGAINST INTERNATIONAL

6.1. Introduction

International’s defense of its $50,000 annual volume discount was based on cost
justification and meeting competition. International argued that it adopted the
$50,000 discount only after its competitors first offered it. International’s adoption
of the discount was said to be necessary to meet competitors’ offers to buyers that
International wished to supply. International also argued that it adopted the dis-
count because it cost International less to supply buyers who purchased $50,000 or
more of table salt per year from it than buyers who purchased less than this amount.

A difficulty arose in that International granted the discount to buyers who
purchased from International less than $50,000 per year. These were the discounts
granted to buyers who International knew purchased $50,000 or more from at
least one of its competitors and received the discount from them. International
knew this because it had received competitors’ bulletins establishing the discount
(that International then adopted) and identifying the buyers eligible to receive it.
International could not argue convincingly that it granted the discount to these
buyers because it cost less to supply them: it would then be arguing that it cost
International less to supply buyers who purchased $50,000 or more per year from
it and also buyers who purchased less than this amount. Further, if International
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argued that it cost less to supplyall buyers who received the discount from it, why
would International publish a discount available only to buyers who purchased
$50,000 or more per year from International?

International’s position was that in instances in which it granted the discount to
buyers who purchased less than $50,000 per year from International, it did so to
meet the equally low price known to be granted to these buyers by competitors. In
International’s view, “meeting competition” was a complete defense to any charge
of price discrimination under the Robinson-Patman Act. However, the FTC might
surely be reluctant to accept International’s position, because the discount granted
to these buyers implied price discrimination, given International’s argument that it
cost less to supply only those buyers who purchased $50,000 or more per year from
International. If the FTC rejected International’s “meeting competition” defense,
this would mean that the discount toall buyers who received it would have to be
cost justified. How could International do this, given its position on costs?

6.2. International’s Meeting Competition Defense

6.2.1. Establishing the Discount and Qualified Buyers
John L. Ryon was International’s chief witness on pricing. He testified that
just after the Robinson-Patman Act was passed, International discontinued all
discounts to “quantity buyers” and subsequently adopted the “$50,000 discount”
as a competitive measure after Morton and other producers published the discount
in July 1936. Ryon testified that Morton was the first to publish the discount,
and that International had become aware of this after it received bulletins from
Morton announcing that it had adopted the $50,000 discount.170

Morton’s announcement is dated July 24, 1936 and is in two steps. The first
(Bulletin 977) is a general announcement. The second (Morton Bulletin 978) is
more specific. Bulletin 977 states:

Effective immediately, our price on table salt to a buyer who purchases from this company an
amount of table salt equal to $50,000 or more annually will be one (l) Unit Discount less than
our price to buyers of lesser quantities.171

Bulletin 978 states:
Our records disclose that the following buyers have purchased from us an amount of $50,000
during the past 12 months, and, should they continue to buy at that rate, will be entitled to our
published price on that quantity:

The Great Atlantic and Pacific Tea Co.
National Tea Co.
American Stores
Safeway and their wholly owned subsidiaries
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A search of our records will be made to ascertain if there are other buyers who have purchased
this quantity. Should any buyer purchasing large amounts from a competitive salt company be
receiving a price less than our published price, we will meet the competition.172

Similar bulletins announcing the discount and qualified buyers were issued by other
producers and circulated among all producers including International. On July 27,
1936, Mulkey Salt Co. (a subsidiary of Morton’s) circulated a bulletin announcing
the discount and its qualification of Kroger and C. F. Smith (in Detroit).173 Both
were large chains. On August 14, 1936, Morton circulated a bulletin qualifying Na-
tional Retail Owned Grocers, Inc. (NROG) and another on October 24, 1936 qual-
ifying C. D. Kenny Co.174 Morton also circulated its qualification of The Creasey
Co., in April of 1938.175 Colonial Stores was qualified by Morton sometime in
1940. In early 1937, Worcester Salt Co. in New York qualified Frankford Grocery
Co. and circulated an announcement to this effect.176 In addition to the above, four
other buyers received the discount – First National Stores, Wholesale Grocers Sales
Co., Thomas and Howard, and Consolidated Grocery Co. – but there was confu-
sion over who qualified them. Ryon denied that International qualified any of these
buyers, although it is doubtful that this was so. I will return to this in a moment.

The list of qualified buyers is larger than during the NRA, although the large
grocery chains that had qualified then (except for First National, about which
there was some confusion) were immediately qualified with the publication of
the revised discount. Each of these buyers had been purchasing $50,000 per year
from the qualifying seller before this was imposed as a requirement to secure the
discount. The list includes two other large grocery chains – Colonial and C. F.
Smith. Whether C. F. Smith had qualified toward the end of the NRA or before
the revised discount appeared is not known. All other “qualified” buyers were
groups or organizations of wholesalers and I will have more to say about the
discount to them later. These wholesaler organizations – NROG, C. D. Kenney,
Creasey, Frankford Grocery, Wholesale Grocers Sales Co., Thomas and Howard
and Consolidated – represented seven of the 15 qualified buyers. The bulletins
announcing the discount and the various qualified buyers once circulated obviously
provided to each producer clear notice of what buyers received a discount and by
how much price to them was reduced.

On receiving any bulletin qualifying a buyer for the discount, the other
producers would issue bulletins of the following nature. I use as a typical example
a bulletin from Jefferson Island. On July 27, 1936, Jefferson Island adopted the
$50,000 discount. Its terms were identical to Morton’s discount.177

On the same date, Jefferson Island issued a bulletin to its sales force:

We understand that the following companies have purchased either from us or from competitive
salt companies amounts of table salt in excess of $50,000 during the past 12 months and are,
therefore, entitled to the quantity discount of one unit on table salt only:
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The Great Atlantic & Pacific Tea Co.
Kroger Grocery and Baking Co.
National Tea Company
American Stores
Safeway Stores
C. F. Smith Co., Detroit

A search of our records will be made to ascertain if there are other buyers who have purchased
this quantity and if any are found they will be added to the list.178

Subsequently, for example, on August 15, 1936, one day after Morton qualified
NROG, Jefferson Island issued another Bulletin:

We understand that the following company has purchased from a competitive salt company an
amount of table salt in excess of $50,000 during the past 12 months and is, therefore, being
allowed the Quantity Discount of one unit on table salt only:

National Retailers Owned Grocers, Inc.
In order to meet the competition, we will allow one unit on table salt only, to this Company.179

Several producers did not publish the discount because individually they did
not supply any buyer (except perhaps A&P already qualified by Morton) who
purchased from them as much as $50,000 of table salt over the past 12 months.
These producers sent bulletins to their sales forces identifying the buyers qualified
by other producers and who therefore were to receive the discount on any sales
to them. Morton stated that it circulated the names of its “qualified” buyers to the
other producers:

So far as we are concerned, we publish our prices and endeavor. . . to inform all of our com-
petitors what our prices are and so that in so doing all of our competitors would receive the
information that certain buyers had purchased from us $50,000 worth or more of table salt in
the course of a year and were receiving discount.180

6.2.2. International’s Position on Meeting Competition and Cost Differences
During the proceedings International took great pains to show that it adopted the
$50,000 discount only after its competitors had done so (as reflected by Morton’s
and other producers’ bulletins) and that it granted the discount to certain buyers
who purchased less than $50,000 from International only because competitors
were known to have “qualified” them for a discount (as reflected in competitors’
bulletins). International’s aim was to establish a “meeting competition” defense
for its adoption of the $50,000 discount and for granting the discount to buyers
“qualified” by other producers and who purchased less than $50,000 per year from
International. Morton also argued that it adopted the $50,000 discount only after
one of its competitors had done so, but the evidence was clear that Morton was the
first producer to publish the discount and circulate among the other producers the
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names of buyers it qualified. Morton ultimately relied on “meeting competition”
to justify its discount to “qualified” buyers who purchased less than $50,000 from
Morton.

Ryon also argued that it was cheaper for International to supply buyers who
purchased from it $50,000 or more per year than buyers who purchased less than
this amount. According to Ryon, this conclusion was based in part on a study
International made just after the Robinson-Patman Act was passed which justified
on cost grounds the discount International granted to its $50,000 buyers.

What this study suggests is that International’s costs of supplying large chains
(the “quantity buyers” during the NRA) were less than its costs of supplying
wholesalers generally. The study also suggests that lower costs were not related to
the amount of International’s sales to any particular “quantity buyer,” but instead
were related to the large chains’ buying practices which lowered International’s
costs on any sales made to them. This study was not introduced as evidence during
the trial, although the cost study that International did submit had similarities
to it.

Ryon was queried about this earlier study and his responses set out the nature
of International’s defense:

FTC Counsel: Did the figures of the cost survey made back in July of 1936 justify the
discount given to customers purchasing [from International] $50,000
worth of table salt during 12 consecutive months. . .?

Ryon: Yes. The compilation showed very definitely that there was a saving
in excess of the quantity discount on sales of $50,000 worth of table
salt.

FTC Counsel: Then it wasn’t the fact that competitors were quoting a discount of
five cents per case on $50,000 purchases that caused your company
to effectuate its discount on the $50,000 purchase?

International’s Counsel: Just a second. I object to that as arguing with the witness, trying to get
the witness to assume a position of law. . . [O]ur position, as a matter
of law here, is that we were justified in meeting the competition of our
competitors. . . And our position is likewise that apart from that our
accounting figures show a justification far in excess of any quantity
discount. We have here two defenses and I object to any attempt to
argue questions of law with the witness. . .

FTC Counsel: Did the cost justification have anything to do with putting in the
$50,000 discount?

Ryon: When we found that a quantity discount was being offered, and
we knew that in order to be wholly within the law that had
just been enacted, the Robinson-Patman Act, that in addition to
meeting the competition, if any of these buyers had bought from
us $50,000 worth of table salt, that would be that much more
justification [on cost grounds]. . . for the quantity discount being
made.181
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6.2.3. International’s Discount and Qualification of Buyers
According to Ryon, International first announced its discount on September 17,
1936 in a bulletin to its sales force:

Quantity Discount
Our records disclose that the following buyers have purchased from us an amount of table

salt in excess of $50,000 during the past 12 months, and should they continue to buy at that
rate will be entitled to our published price on that quantity:

The Great Atlantic and Pacific Tea Co.
First National Stores
Wholesale Grocers Sales Co.
Thomas and Howard

Should any buyer purchasing large amounts from a competitive salt company receive a price
lower than our published price, it will be our policy to meet that competition.182

This bulletin was circulated to all producers and was used by them (along with other
bulletins) to justify to the FTC, on meeting competition grounds, the discounts they
granted to the identified buyers (unless the producer also supplied $50,000 or more
to any such buyer, in which case the justification was lower costs). For example,
Diamond Crystal used International’s bulletin to justify to the FTC its discounts to
the identified buyers with the exception of A&P, whose purchases from Diamond
Crystal exceeded $50,000 per year. The discount to A&P was said to be granted
because A&P was cheaper to supply.

International’s bulletin seems to indicate that International qualified First
National, Wholesale Grocers and Thomas and Howard, but International denied
this, presumably because it wished to have a meeting competition defense for
its adoption of the $50,000 discount (as well as for granting the discount to any
buyer who purchased less than $50,000 per year from International). It would be
difficult to do this if International was the first to “qualify” any buyer.

International stated that except for A&P, which Morton first qualified, the three
other buyers listed in its bulletin were first qualified by American Salt Co., a Kansas
producer. In support, International submitted a bulletin circulated by American
dated September 13, 1936 – four days before International’s bulletin. However,
the bulletin from American only announced that it would grant the discount to the
buyers listed in International’s bulletin (except for A&P) to “meet competition.”
The bulletin did not indicate that American first qualified these buyers.183

In the view of the other producers, it was International that qualified these buy-
ers, and in support of this, they relied on International’s bulletin of September 17.
This bulletin is very similar to those of the other producers when they “qualified”
particular buyers and in fact the wording of it – that the identified buyers were
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to secure “our published prices on that quantity” – suggests that International
qualified them. Also supporting this view is that First National only operated in
New York territory and International was the only producer who supplied First
National $50,000 or more per year. That International qualified Thomas and
Howard is corroborated by a letter from International’s Louisiana Sales Manager
in which reference is made to International’s qualification of this buyer:

I have not had a chance to check up on all of the houses you have listed, but I believe we are
selling some of them and while it is true the set up is that in order to qualify their purchases
of table salt should amount to $50,000 from one producer, undoubtedly our friends in New
Orleans [Myles Salt Co.] are working in this direction. However, in case they are qualified by
one producer, there is no reason in the world why we should not secure at least a portion of
the business, because, after they have qualified, we can sell the respective houses based on the
quantity discount, under the rule of “meeting competition”. We have the same situation with
Thomas and Howard Houses. [We] qualified them as a quantity buyer, but other producers are
selling them at some of their houses on the quantity discount, even though their sales are small,
I believe, as compared to the volume we secure.184

I found no references indicating who first qualified Wholesale Grocers Sales
Company, although it probably was International.

6.3. Qualification of Other Discount Buyers

Consolidated Grocery Co. was qualified in July 1938. The circumstances surround-
ing its qualification are reflected in International’s correspondence:

The Consolidated Company of Plaquemine, LA is owned and controlled by the United Invest-
ments, Inc. Consolidated have 24 branches in Louisiana. The United Investments, Inc. also
owns and controls the Cash Grocery and Sales Co. of Louisiana who have 10 branches. . . It is
also reported that the United Investments, Inc. are backing with their capital other independent
wholesalers in Louisiana and can control their purchases. This is 42 outlets in. . . Louisiana, all
controlled by one buyer, Mr. Charles Kurzweg. . .

We had a recent report from our salesman Pearson advising that Kurzweg told him that he
had about decided to place all of this salt business with one salt company for a period of 12
months, so that he could qualify for the $50,000 quantity discount and he also told Pearson that
it would not be our company. We almost know that it would be Myles because they have been
buying most of their salt from Myles and Myles have approached them on various occasions
trying to get them to confine their purchases so that they would qualify. Mr. Kurzweg told
Pearson that he was advised by one salt company that all purchases would be taken into
consideration in order to help him quality and we believe that Myles must have told him this.

Mr. Kurzweg, to my knowledge, has not issued instructions confining his purchases to one
producer yet, but if he does do this, it is going to mean a big salt fight in the State of Louisiana
because the producers that are cutoff are going to try to get their volume of business elsewhere
and all of them will be fighting Myles and the Consolidated outfit which can have but one
effect and that is to lower the price level.
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[Kurzweg] told me that he would like to continue to divide up the business, but he
understood that in order to qualify, all of his purchases would have to be from one concern and
he told me that this was a rule of the salt companies and if he did qualify, he would have to abide
by this rule. However, he said that he would like to continue to divide up his business if all of
the producers would allow him to pool his purchases in order to reach the $50,000 minimum. If
this could be done, it would certainly avoid a big salt fight and a subsequent reduction in price
in Louisiana.185

International qualified Consolidated before Myles and notified the other producers
to this effect.186 No commitment was made by Kurzweg to purchase $50,000 per
year from International, and his orders were allocated among the various sellers.
In no year for which evidence exists did International supply $50,000 or more of
table salt to Consolidated.

Events surrounding Worcester’s qualification of Frankford Grocery Co. in early
1937 are summarized by an official of Diamond Crystal’s:

This replies to your. . . letter of December 31, [1936] and although Worcester have not qualified
subject in usual manner, that is on the basis that subject would purchase not less than $50,000
worth of table salt from Worcester alone within a twelve month period, they have decided to
protect their interests and, since subject would not purchase $50,000 worth of table salt from
one manufacturer and because of business Worcester are enjoying from subject, which business
might be replaced by a competitor who might succeed in prevailing on subject to place all
his purchases with one producer, Worcester have decided to allow subject the quantity buyers
discount of five cents per case or one unit on all table salt Worcester sells them.
We are meeting this competition. . .187

After Consolidated’s qualification in 1938, only one other buyer was qualified.
This was Colonial Stores, a retail chain operating primarily in Louisiana territory,
which first received the discount in 1940. No bulletin was issued qualifying
Colonial. Ryon testified that International granted the discount to Colonial to
meet Morton’s price: “We were told definitely by the management of Colonial
Stores that they were receiving a quantity discount, and they were buying from
the Morton Salt Co. at the time.”188

However, Stratford, Morton’s Sales Manager, testified that Morton’s discount to
Colonial was “to meet a price made by another salt producer, which we understand
is given them as a quantity discount.”189 When asked whether Colonial purchased
$50,000 per year from any salt company, Stratford indicated that he did not know.
Harris Dodd, Colonial’s buyer, testified as follows:

Q. Well, does your company purchase from the Morton Salt Company $50,000 worth of salt
during any consecutive twelve month period?
A. From Morton salt alone, we do not; from all companies together, we do. . . We get the usual
allowance from [Morton and the] other salt companies.190
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Who initiated the discount to Colonial is uncertain, although it probably was
Morton.

That the FTC could have suspected discrimination in International’s pricing is
not implausible. Costs were said to be lower if the buyer purchased $50,000 or
more per year from International, but of all qualified buyers (I believe International
supplied salt to each of them) only two (First National and A&P) purchased this
amount from International. Three buyers who International probably qualified
(Wholesale Grocers, Consolidated and Thomas and Howard) and who Interna-
tional identified as $50,000 buyers did not actually purchase this amount from
International (or from any other producer) and received the discount. The evidence
also suggests that wholesaler groups capable of purchasing $50,000 per year had
little difficulty in obtaining the discount, even though the qualifying volume was
not purchased from any one producer. Throughout the proceedings, no evidence
or arguments were presented suggesting lower costs of supplying these wholesaler
groups as against the costs of supplying wholesalers who received no discount; and
this likely suggested to the FTC discrimination favoring the wholesaler groups.

6.3.1. Morton’s Position on Meeting Competition
Morton also defended its discount to buyers qualified by other producers on meet-
ing competition grounds. Peterkin, Sr. set out the firm’s position:

Q. Now at times a purchaser does not buy $50,000 worth of merchandise from the Morton Salt
Co., yet the purchaser does receive the unit discount on a $50,000 purchase, provided he has
purchased salt elsewhere to the extent of $50,000 per year. Am I correct in that assertion?
A. . . . [I]f a producer of salt had sold a purchaser $50,000 or more of table salt and we were
informed of that fact, we would realize that the purchaser was receiving from that producer
such discount as that producer might have published and if we sold that buyer, we would
necessarily have to allow him a similar discount, else we would have no chance of getting any
business from him.191

Morton justified its discount to Thomas and Howard based on its receipt of Interna-
tional’s bulletin qualifying Thomas and Howard as a $50,000 buyer.192 Whether
Peterkin, Sr. believed that Thomas and Howard (as well as certain of the other
buyers “qualified” by other producers) purchased $50,000 from the producer who
“qualified” the buyer is doubtful. He noted that although the other salt companies
published a discount similar to Morton’s, “we may suspect that they are not similar
just as we often suspect that their prices are lower than ours.”193

Peterkin, Jr. also testified as follows:

Q. Now, with reference to the Thomas and Howard Company, the Wholesale Grocery Supply
Co.. . ., and the Frankford Grocery Co., is there any connection between the competitive ad-
justment on table salt grades other than [BL] paid to these companies, and the quantity discount
of one unit paid to purchasers of the Morton Salt Co.?. . .
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A. In the instances just cited, it was determined that the competitive condition with which
we found ourselves confronted, in attempting to sell [to these buyers] arose from the fact
that other producers were supplying [them] with salt of similar grade and quality to ours,
at a price which included a quantity discount of the same amount, roughly, as our quantity
discount, applying to a $50,000 purchase, and it was therefore determined we would meet the
competitive situation as we found it. . .194

Stratford testified that Consolidated received the discount from Morton because
Morton was told that Consolidated had been offered the discount by Myles.195

This seems correct according to International’s documents, although before Myles
qualified Consolidated, International had done so.

6.4. Success of the Meeting Competition Defense

6.4.1. International’s Efforts During the Trial
International’s meeting competition defense was rejected by the Hearing Examiner
and the FTC. That rejection was likely became evident early in the proceedings. In
general, the parties were so far apart on this issue that FTC Counsel made no effort
to rebut the factual foundation that International tried to lay. FTC Counsel moved
to reject International’s effort as irrelevant and immaterial to any issue in the case.
In this view, he was supported by the Hearing Examiner and the Commission.

Difficulties first arose when International tried to cross-examine the FTC’s
witnesses. These witnesses were representatives of wholesalers and chains whose
testimony was to prove that some buyers received the discount and others did
not. International sought to elicit from witnesses who International granted the
discount whether they also received (or could have received) a similar discount
from other producers: and if so, whether it would have been necessary for
International to meet the discount offered by other producers to secure their
business. Whenever International opened any such line of questioning, FTC
Counsel objected on grounds of irrelevancy, and the Hearing Examiner sustained
all such objections. One such exchange gives the flavor:

International’s Counsel: Have you received any discounts from anyone else?
FTC Counsel: I object.

Hearing Examiner: The objection is sustained.
International’s Counsel: May I ask the reason why I am not allowed to ask this witness whether

he has received any discounts from anybody else?
Hearings Examiner: There is nobody else being tried except this respondent. I am not

trying some other salt company, and that ought to be reason enough.
International’s Counsel: Well, the question also is whether we are meeting competition, is it

not?
Hearing Examiner: Well, that is not competent of what the other fellow is doing.
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International’s Counsel: In deference, I submit that the statute is clear.
Hearing Examiner: The objection is sustained on the theory that we are not trying anybody

or any other case except that involving the International Salt Company,
and what some other company is doing,. . . if some other company is
giving discounts, is no defense on the part of the International Salt
Company.

International’s Counsel:. . . [I]t is your interpretation of the statute that it would not constitute
a defense to this respondent to show that some other competitor of
this respondent was giving a discount?

Hearing Examiner: Yes.196

The Examiner’s interpretation affected International’s later efforts to present its
meeting competition defense. In fact, the whole of the effort was rejected. The
bulletins announcing the discount by the various producers and the qualification
of particular buyers on which International based its defense were rejected as
evidence. I present just one such exchange:

FTC Counsel: I object to the admission of the document in evidence for the rea-
son. . . that it does not constitute a defense to the Robinson-Patman
Act – the fact that Morton Salt Company was granting to [its] cus-
tomers a unit discount where such customers purchased $50,000
worth of Table Salt during the 12 month consecutive period. Morton
Salt Company is not. . . a respondent. . . It would not be an excuse
for the respondent to effect a similar discount. . . for the reason that
the Morton Salt Company gave a discount to their customers on such
quantity purchases.

International’s Counsel:. . . I think from the point of view of our defense we are entitled to
show. . . that the Morton discount was introduced before our discount
was introduced, and I think we are entitled to establish that fact.. . . I
think we are also entitled to establish the fact of who received the
discount. . ..
I think that document is extremely relevant and important both for
the date which it proves and for the action which Morton was doing
at that time, and its importance will be augmented as other facts are
developed. . .
I am not advancing the claim. . . that because Morton gave that dis-
count to Smith we were justified in giving it to Jones.. . . My argument
only goes this far: That if Morton gave the discount to Smith, we,
under the statute, were justified in giving that same discount to Smith.

Hearing Examiner: Whether Morton was within the pale of the statute or not?
International’s Counsel: Your Honor, it cannot be known by a business man in July 1936,

which is the date of that exhibit, whether or not a discount. . . will
or will not be attacked subsequently by the [FTC]; and if attacked,
whether or not the [FTC] will approve or disapprove of that discount;
and if the [FTC] disapproves, whether or not the. . . Court of Appeals
will subsequently agree or disagree with the [FTC].
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The businessman has to act. He can’t lose his sales, for example,
from 1936. . . to 1944, which is the date when the [FTC] decided the
Morton case, or until 1945 or 1946, whatever the date may turn out
to be, when the courts may pass upon the Morton case.
Now, furthermore, quantity discounts are sometimes lawful.. . . The
[FTC] has found certain discounts to be justified.. . . There is no
prima facie presumption that a quantity discount is unlawful. So that
a businessman acting in good faith and finding that his competitor
has a quantity discount and is employing that quantity discount to
sell to Smith, I say the businessman who is also trying to sell to
Smith may sell to [him] on the same terms.

Hearing Examiner: You maintain you are entitled to do the same thing?
International’s Counsel: Exactly. . .

Hearing Examiner: The admission of the exhibit may be denied.197

What remained for International was cost justification.

6.4.2. The Commission’s Position
The FTC also rejected International’s meeting competition defense:

[W]hile respondents on September 17, 1936, apparently altered the amount of and the require-
ments for receiving this quantity discount to conform with what they understood to be the
pricing practices of their competitors, this fact is of no particular importance, since the practice
of granting discounts on the basis of the total annual requirements of a purchaser regardless of
from whom they were purchased was employed by respondents. . . prior to that date. Contrary
to respondents’ contention, the price differences resulting from the granting of these discounts
to some but not all of [its] competing customers were not the consequence of departures from a
non-discriminatory pricing scale which were made to meet lower prices of competitive sellers,
but represented only the continued application of the discriminatory pricing standard previously
adopted. . . Moreover, despite the fact that the illegal nature of the discount was brought to the
attention of [International] by the Commission’s complaint in 1940, there is no evidence that
respondents made any attempt to eliminate or lessen the amount of this discrimination until
1948. Respondents, in such circumstances, cannot be said to have acted ‘in good faith’ within
the meaning of Section 2.2 of the statute.198

The reference to discounts before the revision in 1936 likely stemmed from the
evidence International presented to offset inferences that the FTC might draw from
the discount that appeared on invoices issued after, but for orders taken before, the
Robinson-Patman Act was passed.

The FTC’s statement suggests that the discount existing before the Robinson-
Patman Act had features consistent with price discrimination, in that particular
buyers were identified and charged a lower price by all producers, regardless of
the amount supplied by the individual producer to any such buyer. The discount
adopted by the producers just after the Act was passed had features similar to the
earlier discount, in that certain buyers were identified and charged a lower price
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by all producers, regardless of the amount supplied by the individual producer to
any such buyer. The difference was that “eligibility” for the discount, previously
based on the buyer’s aggregate purchases from all producers, was now based
on the buyer’s purchase of a specified volume from one producer. Except for
the wholesaler groups who “qualified” after the Act was passed, the same large
chains were qualified for the discount before and after the Act was passed.

Presumably, a potentially discriminatory discount could not be defended by
“proof” that the producer adopted the discount because its competitors had done
so, or granted the discount to particular buyers because they met the requirements
for the discount imposed by other producers. Allowing such a defense might
permit a potentially discriminatory price to continue, contrary to the aims of the
Act. Consequently, cost justification becomes the main defense.

Morton’s efforts to justify on “meeting competition” grounds the discounts it
granted to buyers “qualified” by other producers (and to whom Morton did not
supply $50,000 or more per year) met with no greater success:

Based on the record in this case the Commission finds that the respondent has not shown the
existence of facts which might indicate or prove that these discriminations in price were made
in good faith to meet an equally low price of a competitor. The evidence submitted by the
respondent is too vague and indefinite to show that the long-continued discriminations herein
described were made in good faith to meet an equally low price of a competitor.199

This is all that the Commission said and the Supreme Court in itsMortondecision
let this finding stand.

6.5. Cost Justification of the$50,000 Discount

6.5.1. Difficulty Posed by Rejection of Meeting Competition Defense
Rejection of the meeting competition defense posed problems for International.
Given International’s position that it was cheaper to supply only buyers who pur-
chased $50,000 or more per year from International, it was on weak ground to
justify on cost grounds the same discount granted to buyers who purchased from
International less than this amount. Of all buyers who received the discount from
International, only two met the $50,000 threshold: A&P and First National Stores.

Another problem involved granting the discount to the wholesaler groups (as
distinct from the large chains). Ryon expressed doubts that the wholesaler groups
were cheaper for International to supply than wholesalers who did not (or could
not) “pool” their purchases and threaten to purchase the qualifying volume from
one producer unless the discount was granted by them all.

This doubt is reflected in Ryon’s testimony:

FTC’s Counsel: . . . [C]an any one branch obtain the. . . discount simply because of its affil-
iation with a certain buying agency which determines to whom the entire
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purchase may be diverted? Assuming that the Scranton branch [of a whole-
saler group] purchases only $2,000 worth of table salt in any given year, what
justification exists which would entitle that branch to a. . . discount?

J. Ryon: There is little justification in my mind. . . There was a question. . . whether
the individual [branches] should be required to purchase [$50,000 or more
per year], but we decided that it would be bad business policy and completely
unjustifiable to have a chain store discount applying only to chain store orga-
nizations, corporately owned and managed as such. In other words, without
trying to justify in our own minds the quantity discounts to the [wholesaler]
organization, if [it] has purchased $50,000 worth of table salt and the cor-
porate chain is receiving a quantity discount on its purchases, it would seem
to us discriminatory to eliminate the [wholesaler] organization and pay the
quantity discount to the corporate chain. . .

There is a very specific saving in sales expense in large quantity sales to
retail chain organizations, due to the fact that their orders are automatically
received by us with little solicitation from their branches. However, from a
more important angle, we are not required to conduct the missionary retail
sales service that is given to the wholesale grocery type of concern which
depends on the merchandising support that we have to give to the stores
which they sell, in order to compete with other salt manufacturers for this
business. Therein lies the justification for the quantity discount to retail chain
organizations, but in giving the quantity discount to chain organizations we
could hardly fail to give the same quantity discount to the wholesale grocer
type of organization which purchases the $50,000 quantity, even though
we were obliged to do the merchandising and sales work. . . Insofar as the
corporate chains are concerned, where the sales cost is decidedly less, there
is a saving – even more than the quantity discount that is given. . .

FTC’s Counsel: . . . Does the wholesale customer, whose aggregate branch purchases amount
to $50,000 or more, receive such missionary sales service and do your sales-
men call on each of these branches in soliciting sales?

J. Ryon: Yes, they do call on each individual branch and, in addition to that, they call
on most of the retail grocer customers which each branch sells.200

What International did was perhaps the best it could do. It submitted a study
comparing its costs of supplying A&P with its costs of supplying “all other
buyers.” The study suggested that it was cheaper to supply A&P. What inferences
International believed the Commission should draw from this comparison
were left ambiguous. International stated that the results for A&P represented
International’s experience in supplyingall buyers to whom it granted the discount
– both wholesaler groups and large chains.

International also stated that the results for A&P were comparable to those
found in other studies International made of its costs of supplying other “qualified”
chains. These other studies were not submitted during the trial probably because
most of the “qualified” chains did not purchase $50,000 from International. The
focus on A&P retained the association between lower costs and the purchase of
$50,000 or more per year from International.
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What becomes reasonably clear from International’s A&P study is that the
lower costs that were shown did not relate to A&P’s purchase of $50,000 or more
per year from International but to differences in the way International supplied
salt to A&P (and probably to the other “qualified” chains whose operations were
similar to A&P’s) compared with wholesalers generally. The study suggests
that certain costs incurred in supplying wholesalers were typically avoided or
reduced on sales to A&P. The study provides more justification for the discount
to “quantity buyers” during the NRA than the revised discount the producers
adopted just after the Robinson-Patman Act was passed.

Consistent with this view is International’s claim that its costs of supplying
other “qualified” chains were the same as its costs of supplying A&P, even though
these other chains (except First National Stores) purchased less than $50,000 per
year from International. An issue for the FTC was whether it could accept on
faith International’s claim that the results from its study of A&P applied to other
“qualified” buyers. Ryon’s testimony suggested that the results for A&P did not
apply in the case of the wholesaler groups.

6.5.2. General View of Differences in Costs
No producer suggested that sales to “qualified” chains reduced manufacturing
costs. The products sold to the chains were the same as to other buyers, and the
chains did not commit to place orders in ways that might be consistent with such
savings. Similarly, no producer claimed that savings in transport costs justified
the discount.

The savings emphasized by the producers who supported the discount relate to
lower selling costs in supplying the “qualified” chains. These producers uniformly
stated that the merchandising service in supplying wholesalers was avoided on
sales to the “qualified” chains. Typically these producers also stated that sales
to the “qualified” chains required relatively less service from their carload reps
than did sales to wholesalers. It was the carload reps who called on wholesalers
to generate orders and assemble them for shipment in pool cars.

The general practice in supplying the “qualified” chains can be described as
follows.201 Typically, the producers negotiated with the chains’ headquarters
to obtain approval to supply their branch warehouses. The general terms and
conditions of sale, how and where orders were to be placed, the handling of
the discount and invoices, and so forth, were worked out with the chains’
headquarters. If negotiations were successful, the branch buyers were permitted to
purchase salt from the producer. Price lists were periodically sent by the producers
to the chain’s branch warehouses, and these typically specified that orders when
placed were guaranteed against the prevailing market or the producer’s own
lowest price. The prices specified were typically for straight cars. The branch’s
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orders were placed directly (although not invariably) by the branch buyers to the
seller’s headquarters or district offices. The chains’ orders were shipped directly
to their branch warehouses, or near their branches if shipped in pool cars.

Generally, and this is certainly true for International, the negotiations and
periodic calls on the chains’ headquarters were made by the producer’s major
officials who typically did not make selling calls on wholesalers. In International’s
case, Ryon called on A&P’s head buyer. These calls were relatively infrequent
but would offset to some extent any savings in other selling expenses. In the cost
study that International submitted during the trial, no account is taken of this,
although an effort to do so appears in an earlier study of International’s.

In the normal course of selling, the carload reps would call on wholesalers
within a certain geographic area taking orders for straight cars or for assembly
into pool cars. Generally, wholesalers’ orders were taken only when solicited by
the carload reps, and in this respect the efforts of the carload reps were facilitated
by the merchandising reps who called on retailers, generating orders for the
account of any wholesaler that the retailer designated. Morton, International and
Diamond Crystal maintained separate sales forces for merchandising work. In
the case of the smaller producers, similar service was provided by their carload
reps.

In International’s case, the carload reps also devoted part of their time to
merchandising work. The firm kept detailed records of this and relied on these
records in developing the study of its costs of supplying A&P. Merchandising
service was not provided on sales to the “qualified” chains. The avoidance of
merchandising expense is revealed by testimony of the chains’ buyers and of
officials of Morton and International. The avoidance of merchandising expense
occurs on all sales to such buyers, and would not require that the individual
“qualified” chain purchase $50,000 or more per year from International. This
volume was instead used to identify the buyers said to be cheaper to supply, just as
the aggregate volume of purchases fromall producers was used during the NRA to
identify the large chains (the “quantity buyers”), who also were said to be cheaper
to supply, again primarily because sales to these buyers avoided merchandising
expense.

With the change in the qualifying volume in July 1936, the discount was
initially restricted to large chains. Each of these buyers had purchased $50,000
per year from at least one producer before this was a requirement to receive the
discount. But soon thereafter, with the qualification of Consolidated, Wholesale
Grocers, Frankford, and Thomas and Howard (all wholesaler groups), the
$50,000 purchase requirement was not effectively enforced: none of these buyers
purchased $50,000 per year from any one producer. But they each purchased
(or could control) the purchase of this amount, and socould have purchased
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the qualifying volume from one producer. In effect, the discount was extended
to buyers whose aggregate purchases from all producers exceeded $50,000 per
year. This reflected a substantial reduction in the required minimum-volume
for the discount that existed during the NRA and which in each territory had
defined only large chains. No producer argued that merchandising or carload reps’
services were avoided or reduced on sales to the wholesaler groups. In my view,
extending the discount to these buyers probably reflected competitive behavior
of the producers – behavior that was more effectively controlled during the NRA
– that tended to erode published prices. From Ryon’s testimony, there were clear
doubts that the wholesaler groups were cheaper to supply, since merchandising
and carload reps services were similarly provided to these as to other wholesalers.
Expectations that the revised discount could not be confined to the large chains
may partly account for the reduction in the discount from two units to one
unit.

Aside from merchandising service, the producers often stated that relatively
less carload reps’ service was required on sales to the large chains compared
with wholesalers generally. Wholesalers’ orders were almost always solicited by
carload reps (in conjunction with merchandising work) whereas the “qualified”
chains placed their orders with much greater frequency directly to the producers’
headquarters or district offices (according to the negotiated agreements) and
without the services of carload reps. International does not account for potential
savings from this in its A&P study. Evidence on this point appears in a study by
Morton submitted to the FTC before the FTC issued its complaint. This study
was not used by Morton during the trial. The study Morton submitted during its
trial also does not account for possible differences in carload reps’ services. I later
discuss Morton’s earlier study and other evidence that less carload reps’ service
was used to supply “qualified” chains.

If the “qualified” chains always ordered directly, the services of carload
reps would be avoided on sales to these buyers. This savings would again
be independent of the chain’s purchase of $50,000 or more per year from an
individual producer, since the saving would occur on any sales made to these
buyers. This is consistent with the discount during the NRA, and with the practical
operation of the discount as revised in July 1936. That the “qualified” chains
always ordered directly is too strong a statement, for the carload reps occasionally
did call on the chains’ branch buyers. But the evidence suggests that these calls
were relatively rare and more in the nature of “goodwill” visits, and detracted
little from the carload reps primary efforts to make selling calls on wholesalers
and other buyers. Reflecting savings in carload reps’ services through a discount
that in practice is unrelated to the chain’s purchase of $50,000 or more per year
from an individual producer is not unreasonable, nor need it be discriminatory.
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6.5.3. Avoidance of Merchandising Service on Sales to the Discount Chains
Avoidance of merchandising service on sales to the “qualified” chains is reflected
throughout the Records but primarily in the testimony of the chains’ buyers and
of Morton’s and International’s officials. Ryon testified:

FTC’s Counsel: Well, Mr. Ryon, do you do any merchandising work for the chain organiza-
tions, such as the A&P, and the First National Stores?. . .

Ryon: No, we do not.
FTC’s Counsel: I see. That is confined to the independent retail stores, is that right?

Ryon: Yes.202Peterkin, Sr. of Morton made similar comments:
[T]o put it plainly, there are certain types of buyers who are large buyers,

such as the Great Atlantic and Pacific Tea Co., for instance, for whom we
perform no service in the way of resale work.

FTC’s Counsel: They have their own organization and their own facilities for that purpose?
Peterkin, Sr.: Exactly. . . We might occasionally do some sales work for chain stores. I

don’t see how we could, but it is possible that may be done. That isn’t our
purpose, however, and it is not their purpose to ask us to do it. That is, when
you came right down to it, our sales of round cans to a large chain store
organization, to whom we allow a discount of fifteen cents per case is more
profitable to us than a sale of round cans to a buyer to whom we allow no
discount or to a buyer to whom we allow ten cents per case discount and
perform services. It is the most profitable business we have.

FTC’s Counsel: It really amounts to an outright sale and that is the end of it?
Peterkin, Sr.: That is it.203

Stratford, Morton’s sales manager, similarly testified that the large chains “have
their own sales and merchandising practices, and do not permit any such work in
their stores, therefore, we haven’t done any, nor attempted to.204

6.5.4. Earlier Cost Study by International
In September 1936, just after International published the revised discount, Ryon
made the following request to S. Schneider, the firm’s accountant:

This matter of justification is one which we will have to keep in mind. Our knowledge of expenses
involved in selling these large buyers points to the fact that this saving actually exists; however,
feel that we should be prepared at all times to defend our policy in connection with quantity
discount practices. Therefore, suggest that you arrive at a comprehensive formula for distributing
our expenses as fairly as we can to indicate wherein the savings exists and to what extent.205

Schneider’s response emphasizes the avoidance of merchandising service in sup-
plying the large chains, and his estimate of the saving from this is not confined
to the two chains whose purchases from International exceeded $50,000 per year.
Schneider notes:

The discount is justified through the known saving in selling expense. Due to the fact that we
know on our large chain store accounts there is no expense of missionary men involved, we are
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sure in our minds that there is a saving in this type of business over the sale of the table salt
items to other accounts. We have a record of the expenses of our missionary [merchandising]
men in our Monthly Territorial Profit Statements on both New York State Evaporated and Avery
Carton [Louisiana] Salt. This expense is charged directly against the total sales of table salt,
and eliminated from the expense of selling the quantity discount buyers.206

The Territorial Profit Statements separately report the salaries and expenses of
the merchandising reps (merchandising expense) for New York and Louisiana
territories for the last quarter of 1935 and the first nine months of 1936.207 Sales
reported on the Territorial Statements are net of freight. Freight expenses are
relatively important: in 1942 (the only year for which figures exist) they were
17.1% of gross sales on shipments from Louisiana and 12.4% from New York.
Merchandising expense as a percentage of net sales of table salt from Louisiana
and New York combined toall buyers averages 10.1% per month. Over the time
period studied, total merchandising expense also equals 10.1% of total sales of
table salt. Sales to quantity buyers are not separately reported for New York
and Louisiana. They are reported for the two territories combined. They were
combined presumably because Schneider’s aim was to discover whether the
overall savings in merchandising expense on sales to the large chains covered the
unit discount that had just been adopted and uniformly applied in both territories.
For the two territories combined, merchandising expense as a percentage of net
sales to non-discount buyers averages 13.5% per month. Over the time period
studied, total merchandising expense equals 13.5% of total sales of table salt.

Schneider’s comment to Ryon implies that he considered only the discount
chains as quantity buyers, although this is not certain. I believe that only large
chains were qualified for the discount in Louisiana during the study period. In
New York, this is less certain. Assuming that merchandising expense was avoided
only on sales to the discount chains, then prices to them could fall relative to
the price to wholesalers perhaps by as much as 13.5% and yield the same net as
on sales to wholesalers (if in other respects expenses on sales to both classes of
buyers were relatively the same). The saving would not be less than 10.1%.

Schneider also notes:

Of our sales force in the field, the district managers are the only ones who do any work in con-
nection with these large accounts. Their expenses and salaries must be applied against. . . both
the regular run of accounts and the large buyers. We add them again to the quantity buyer
accounts, as approximately double their effort is spent on these large accounts.

From the general expense items we take the expenses of JLR, AAW, and JGW and apply
them against the expense of table salt, doubling this amount in connection with the sales for
the large accounts, as all of the expenses of contacting the headquarters of the large buying
groups are included in these expense items.208

The comment implies that the carload reps provided no service on sales to the
discount chains whereas they did on sales to wholesalers who secured no discount.
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No attempt was made to estimate the potential saving from this. On the other
side, Schneider notes that the district managers209 devoted relatively more of
their time to the quantity buyers, as did JLR, AAW, and JGW (who in order were
International’s sales manager and its territorial sales managers for New York and
Louisiana). Schneider does attempt to account for this, as an offset to the saving
in merchandising expense.

Schneider allocates the salaries and expenses of the individuals mentioned across
all grades and buyers in proportion to sales and then doubles the amount thus as-
signed to the discount chains. As so estimated, the additional expense of supplying
discount chains averages about 2.5% of International’s sales to them. It appears that
these sales officials made calls on the chains’ head buyers (and the district managers
made calls on the chains’ branch buyers). Once supply agreements were reached,
these calls appear to have been infrequent, primarily to maintain “goodwill.”

Let merchandising expense saved on sales to the discount chains be offset by
2.5 percentage points. Then the previous estimates of savings in merchandising
expense would range from 7.6 to 11.0%. What is the discount to compare with
the savings?

Over the study period, the discount on shipments from Louisiana was two units
or approximately 10% of the list price of blanket items and of the f.o.b. plant price
on delivered-price items. For shipments from New York, the discount was 3% of the
delivered list on blanket and delivered-price items. Sales of blanket and delivered-
price items supplied from Louisiana and New York are separately reported by
Schneider. Using International’s estimates of relative freight costs for 1942, I in-
creased sales from New York of blanket and delivered items and of blanket items
only from Louisiana to derive estimated sales from which discounts were taken.
Net savings as a percentage of sales (as so adjusted) fall to a range from 6.4 to 9.2%.

Suppose all sales occurred at list and that sales to discount buyers were
distributed between New York and Louisiana in proportion to International’s total
sales of table salt. As so weighted, the average discount equals 4.7% of sales
to discount buyers. Sales were often below list after the NRA. If sales occurred
20% below list, the average discount on sales to discount buyers would rise to
5.8%. The savings on sales to these buyers range from 6.4 to 9.2%. In general, the
estimates suggest that the saving in merchandising expense exceeded the discount
granted to the large chains.

6.6. Cost Justification During the Trial

During the trial International submitted a study comparing selling and other ex-
penses in supplying table salt to A&P and to “All Other Buyers” during 1942.
The latter classification includes all buyers except A&P, including buyers who
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received the same discount as A&P (other chains and the wholesaler groups) as
well as buyers who secured no discount (primarily wholesalers). The study relies
on information from International’s Territorial Profit Statements. The main saving
shown on sales to A&P is merchandising expense. No account is taken of possible
savings from reduced carload reps’ service on sales to A&P.

The study for the trial is more detailed than Schneider’s. It includes more
expense categories that are said to reflect differences in the cost of supplying
A&P as against All Other Buyers. Most of the other expense categories result
in minor differences and several of them appear unrelated to the main issue. The
study separately estimates expenses on sales made in New York and Louisiana
territories. These expenses are summed and stated as a percentage of total sales to
A&P and to All Other Buyers. The conclusion of the study is that expenses on sales
to A&P were relatively lower than on International’s sales to All Other Buyers;
and that the difference in expenses more than justified the discount to A&P. At the
time of the study, the discount was one unit (about 5% of list) in both New York
and Louisiana. The savings in supplying A&P were said to justify more than twice
the discount A&P was granted.

The study brought forth a number of criticisms by the FTC’s accountant. He
recommended that the study be rejected as evidence. His criticisms appear to have
led the Hearing Examiner and the Commission to accept his recommendation.

Table 2 summarizes the results of International’s study. Part l of the table
presents sales of table salt to A&P and to All Other Buyers. The estimated
expenses in supplying A&P and All Other Buyers are listed in Part 2. The figures
in parentheses are expenses expressed as a percentage of sales. The various
expense categories and why expenses were said to differ between A&P and All
Other Buyers are discussed below.

The sales reported are of table salt net of freight, allowances and discounts.
Sales to A&P are net of the discount granted to it, and this is also true for All Other
Buyers who received a discount. All Other Buyers includes primarily wholesalers
and grocery chains. New York Evaporated Cartons are cases of table salt packed
in cartons or cans and were blanket priced. New York Other Evaporated Table
Salt includes other packs of table salt that were delivered-price items. Avery sales
are from Louisiana. Avery items are defined as for New York except that they
include rock salt crushed and sold as table salt. Sales of this salt occurred only
from Louisiana. About 82% of International’s sales were of other than table salt
and therefore to buyers not included in “All Other Buyers.”
2(a) Merchandising expense. This represents the major difference in selling

expenses between A&P and All Other Buyers. Merchandising expense was esti-
mated to equal 9.5% of sales to All Other Buyers and 0.08% of sales to A&P. The
estimate of 9.5% understates the difference in expense rates, in that for all practical
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Table 2. International’s Sales of Table Salt and Estimated Expenses Incurred,
A&P and All Other Buyers, 1942.

A&P All Other Buyers All Buyers

1. Sales
a. NY evap. carton $199,903 $ 746,836 $946,739
b. NY other evap. 108,548 216,976 325,524
c. Avery carton 19,343 238,668 258,011
d. Avery other evap. table salt 238 44,405 44,643
e. Avery other rock 2,265 141,084 143,349
f. Total sales 330,297 1,387,969 1,717,266

2. Estimated expenses on sales
a. Merchandise expense $270 (0.08)% $132,097 (9.5)% $132,367
b. Other field sales exp. 11,031 (3.3) 58,958 (4.2) 69,989
c. Advertising carton 11,410 (3.5) 74,228 (5.3) 85,638
d. Other advertising 1,494 (0.45) 5,348 (0.39) 6,842
e. Sales promotions 2,854 (0.86) 7,141 (0.51) 9,665
f. Brokerage 938 (0.28) 41,681 (3.0) 42,619
g. Overhead 36,858 (11.2) 159,297 (11.5) 196,153
h. Total expense 64,853 (19.6) 478,750 (34.5) 543,603 (31.6)

Source:Respondent’s Exhibits 13-V, Record, 1–3/4307–1.

purposes this expense was not incurred on sales to other “qualified” chains but sales
to these chains are included in All Other Buyers. If sales to All Other Buyers are
reduced by International’s sales in 194l to other “qualified” chains, merchandising
expense as a percentage of sales to wholesalers would increase to 10.6%.210

Merchandising expense includes (a) salaries and expenses of merchandising reps
plus (b) estimated salaries and expenses of carload reps incurred on merchandising
work. Merchandising reps devoted the whole of their time to merchandising work
whereas the carload reps did not. Estimates were made of the proportion of their
time that the carload reps spent on merchandising work. This proportion of the car-
load reps’ salaries and expenses was included as merchandising expense. The pro-
portion of time devoted to merchandising work was estimated from the carload reps
weekly “call reports.” In the normal course of business, summaries of these reports
were compiled by the New York and Louisiana sales offices. No doubt the estimates
were influenced by the firm’s general understanding of the work of the carload reps.

Merchandising expense reported inTable 2equals $132,367. However, this
amount represents only 80% of total merchandising expense as estimated by
International. If the total were used (rather than 80%), merchandising expense as
a percentage of sales to All Other Buyers would rise from 9.5% to about 11.9%;
and to 13.3% if the 194l proportion of sales to “qualified” chains is used to reduce
sales to these buyers that International included in All Other Buyers.
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Only 80% of merchandising expense was reported by International because this
is the way the firm reported its figures in the Monthly Statements; and it wished
to rely on its regular accounts in making its defense. Merchandising reps typically
sold carton salt; but when carload reps called on wholesalers with the merchan-
dising reps’ orders in hand, the wholesalers typically placed orders for table salt
in addition to cartons. From past experience, wholesalers’ orders averaged (in
value) 80% cartons and 20% other packs of table salt. The remaining 20% of
merchandising expense is included in category 2(b), Other Field Sales Expense.

Schneider’s testimony refers in a general way to how salaries and expenses of
carload reps were allocated between their merchandising and other selling efforts:

Q. Now Mr. Schneider,. . . you show a total of $132,367 as representing merchandise expense.
A. That is right.
Q. Is that all of the merchandising expense?
A. That is all of the expense of the merchandising reps that we charge against carton

sales. [That is, it is 80% of the total of such expense.]. . . These figures are taken from
statements. . . that we keep up. . . from month to month, and those are the amounts we charge
against the various departments of our business. These statements were. . . shown in this
form in the exhibit with the idea that counsel for the Commission might want to inspect our
statements, and these figures were written in this form so that it would be easy to take the
figures directly from our statements which we keep up every year. . .

[In the district offices we receive] two types of reports, merchandising reps reports and the
regular carload reps reports. . . [The carload reps] sometimes do merchandising work. When
they do they turn in merchandising work reports. So, these figures are an accumulation of
these merchandising reports. . .

All of the expense of the merchandising reps is merchandising work. From month to month
we receive from our district offices a basis of distribution for the [carload reps] showing the part
of their time they spend on merchandising work. We also have their reports which they send in
which indicate, in a general way, the portion of their work that is on merchandising work.211

The allocation of the 80% of merchandising expense between A&P and All Other
Buyers is made in proportion to the number of retail calls by the merchandising
reps on A&P and All Other Buyers. It was assumed that the merchandising calls
to A&P and All Other Buyers by carload reps were made in the same proportion
as the calls made by the merchandising reps. Of 274,886 merchandising calls
made during the study period, 560 (or 0.204%) were on A&P. Merchandising
expense assigned to A&P was $270 or ( 0.204)($132,367). In practical effect,
merchandise expense on sales to A&P was zero.
2(b) Other Field Sales Expense. This category contains three classes of expense:

(l) the remaining 20% of merchandising expense; (2) salaries and expenses of
carload reps (excluding that part allocated to merchandising work); and (3) branch
or district office salaries and expenses.

Branch and district office salaries and expenses were incurred by International’s
field sales offices. These expenses equaled 1.3% of International’s total sales of salt
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(table and all other types) from New York and 1.9% of such sales from Louisiana.
The expenses include salaries and expenses of the district managers. District man-
agers partly engaged in selling, and as Schneider noted in International’s earlier
study, they spent roughly twice as much time selling table salt to the “qualified”
chains than to wholesalers generally. No account for this is taken by International
in its study. The 20% of merchandising expense equaled $33,092. Carload reps’
salaries and expenses equaled 5.7% of International’s total sales of all types of salt.

Other Field Sales Expense was allocated across all buyers in proportion to
sales, and so would account for no difference in expense rates between A&P and
All Other Buyers. Sales of table salt equaled about 18% of International’s total
sales of salt, so most Other Field Sales Expense was allocated to buyers other
than A&P and All Other Buyers. Allocation of Other Field Sales Expense in
proportion to sales meant that most of the 20% of merchandising expense was
allocated to buyers of other than table salt, although it was clear that International
provided merchandising service only to buyers of table salt.

The effect of this allocation was to lower merchandising expense on sales to
All Other Buyers, reducing the relative savings on sales to A&P. Carload reps’
salaries and expenses also were allocated between A&P and All Other Buyers in
proportion to sales, so no difference in expense rates between A&P and All Other
Buyers was shown from this source. The reason why Other Field Sales Expense
is reported as a lower percentage of sales to A&P than to All Other Buyers relates
to details in making the estimates – in particular, A&P, when compared with All
Other Buyers, purchased relatively more of its salt in the territory where Other
Field Sales Expense was somewhat lower. However, no evidence exists that
differences in the geographic pattern of purchases affected discounts: at the time,
the discount was identical in New York and Louisiana.
2(c) and 2(d). Carton Advertising and Other Advertising. International’s media

advertising was primarily for its Sterling brand of carton table salt. Of the total
expense reported for these two entries inTable 2, 93% was advertising of carton
salt, and virtually all of this was spent on Sterling. Carton advertising expense
was allocated between A&P and All Other Buyers in proportion to the number of
Sterling cases sold to A&P and to All Other Buyers, so a fixed amount of money
per case was assigned to A&P and All Other Buyers. This would not show any
difference in the cost per case of Sterling sold to A&P and All Other Buyers, so
I do not consider this entry further.

The reason why a difference in expense rates is shown for A&P and All Other
Buyers is because A&P bought less Sterling relative to its total purchases than did
All Other Buyers. The cartons A&P bought relatively more of were not advertised
and were priced lower than Sterling, which was advertised. No cost difference
between A&P and All Other Buyers was shown.
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Other Advertising (Category 2(d)) refers to advertising not specifically directed
to table salt. Much of this was institutional advertising and was allocated in
International’s accounts across all grades and buyers in proportion to sales
excluding table salt in cartons, which was primarily Sterling advertising already
accounted for. As so allocated, Other Advertising equals 0.45% of sales to A&P,
and 0.30% of sales to All Other Buyers. The allocation to A&P is larger relative
to sales because relatively more of A&P’s purchases were of non-carton salt
compared with All Other Buyers. The statement made above with respect to
Sterling applies here also, and this entry is not considered further.
2(e) Sales Promotions. This category reflects relatively minor expenses of

$2,854 assigned to A&P (0.86% of sales) and of $7,14l to All Other Buyers (0.51%
of sales). For A&P, the expense equals promotional payments made directly to
A&P. For All Other Buyers, the expense is an estimate of payments made to
promote table salt (as against all other grades of salt). I assume that the higher
promotional expense on sales to A&P is an offset to cost savings otherwise shown.
2(f) Brokerage. The entry for A&P is $938 (0.28% of sales) and for All Other

Buyers, $41,681 (3.0% of sales). Difficulty exists in interpreting these entries,
because the category includes, besides brokerage, check-out allowances for pool
cars, and commissions paid to distribution companies. Distribution companies
performed selling services in areas where International did not maintain its own
sales force. The whole of the entry for A&P is payment for check out allowances.
No brokerage was paid on sales to A&P. Brokerage paid on sales to All Other
Buyers was derived from International’s records, but this expense is not separately
reported from commissions paid to distribution companies; and it is not clear how
these commissions were allocated to All Other Buyers. For International’s total ex-
penses in the Brokerage category, the amount assigned to All Other Buyers equals
3% of sales. The Brokerage category probably reflects lower costs of supplying
A&P, but nonetheless I will exclude this category from further consideration.
2(g) Overhead. This category includes general business expenses derived

from International’s records and was assigned across all grades and buyers in
proportion to sales. The expenses were separately derived and allocated for
New York and Louisiana and the amounts so assigned to A&P and All Other
Buyers were summed and expressed as percentages of total sales to each buyer
classification. This results in a slight difference favoring A&P (11.2% v. 11.5%
of sales). The difference stems from relatively higher Overhead Expense for
Louisiana, where A&P purchased relatively less of its total requirements than did
All Other Buyers, so less of the higher Louisiana expense was assigned to A&P.
There is no evidence that International’s discount related to where purchases were
made. At the time, the discount was the same in Louisiana and New York. This
category is excluded from further consideration.
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To sum up, except for merchandising expense, International’s study contains a
number of accounting entries that do not reflect cost differences that seem relevant
to the discount question. Services of carload reps might have been reduced on sales
to A&P but this is not reflected in International’s study. Merchandising service,
which was important in selling to wholesalers, was almost completely avoided on
sales to A&P. Estimates of merchandising expense saved on sales to A&P range
from 9.5 to 13.3% of sales. The minimum figure reflects 80% of merchandising
expense expressed as a percentage of sales to All Other Buyers; the maximum
figure reflects all merchandising expense expressed as a percentage of sales to
All Other Buyers after excluding an estimate of sales to other “qualified” chains
that International included in the All Other Buyers classification. The range shifts
down slightly if account is taken of the additional sales promotion payments to
A&P. The savings likely increase if the Brokerage category is considered.

How do the savings in merchandising expense on sales to A&P compare with
the discount granted to it? The discount was one unit from list on blanket items
and from the f.o.b. plant list on delivered-price items. Sales figures are reported
net of freight and allowances. For purposes of comparison, I have increased sales
of blanket items by estimates of freight expense. The estimates of merchandising
expense as a percentage of sales to All Other Buyers so adjusted range from
8.2 to 11.5%.212 The un-weighted average discount for all table salt items is
5.1% of list. The variation in discounts as a percentage of list across items is
relatively small. Transactions often occurred below list. How far below list sales
might have occurred in 1942 is not known. The average discount rises to 5.6,
6.3 or 7.1% if transactions occurred respectively 10, 20 or 30% below list. The
minimum estimated savings for A&P is 8.2% of adjusted sales; the largest average
discount just noted is 7.1% (if sales occurred 30% below list). The maximum
estimated saving is 11.5%; the smallest discount is 5.1% (if all sales occurred
at list). So estimated savings in excess of the discount range from 1.1 to 6.5
percentage points.

Recalling previous discussion that the time spent on the “qualified” chains by
International’s district managers and sales officials could reflect an additional
expense of 2.5% of sales to these buyers, then accounting for this reduces the
range of savings in excess of the discount to between−l.4 and 4.0 percentage
points. The figure of−l.4 is based on 80% of merchandising expense assigned
to All Other Buyers. If all merchandising expense is assigned to sales of table
salt, the saving in excess of the discount ranges from 1.5 percentage points (if all
sales occurred at list) to 2.5 percentage points (if sales occurred 10% below list).
The two estimates of savings in excess of discounts would be somewhat larger if
other “qualified” chains are excluded from All Other Buyers. The figures suggest
that the savings in merchandising expense in supplying A&P (and most likely
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other “qualified” chains) somewhat exceed the discount granted, suggesting the
absence of price discrimination favoring A&P (and other “qualified” chains).

6.7. The Objections to International’s Study and
the Commission’s Opinion

6.7.1. Criticisms by FTC’s Accountant
A number of criticisms of International’s study were raised by the FTC’s
accountant. No effort was made to adjust the results of the study to reflect
the significance of his criticisms. The witness recommended that the study be
rejected.213 The main criticisms are noted below.

The All Other Buyers classification was said to be too broad, in that it contained
wholesalers who received no discountsandall buyers except A&P who received
discounts. As mentioned above, however, the main effect of this regarding mer-
chandising service – the main saving shown – was to lower merchandising expense
as a percentage of sales to wholesalers who received the service and therefore to
lower the relative saving on sales to A&P (and the other “qualified” chains).

International allocated 80% of merchandising expense between A&P and All
Other Buyers based on the number of merchandising calls made. There was
concern because no detailed study had been made to indicate that merchandising
calls for A&P took the same amount of time as calls for All Other Buyers.
International’s study showed that merchandising calls for A&P were essentially
zero. Suppose each call for A&P took 10 times longer than each call for All Other
Buyers. Accounting for this by increasing by 10 times the number of calls on
A&P, merchandising expense would then rise to l.0% of sales to A&P, compared
with 11.7% of sales to All Other Buyers, and would make little difference in
International’s results. No consideration was given to why calls on A&P might
be longer. If price discrimination favored A&P, an incentive would exist for
each producer to devote relatively more selling effort to All Other Buyers, so
merchandising calls on A&P might be expected to be shorter.

6.8. Rejection of the Defense by the Hearing Examiner and Commission

The Hearing Examiner rejected International’s study, based largely on the crit-
icisms of the FTC’s accountant. The Commission also rejected International’s
study:

By combining the costs of selling to all purchasers other than A&P regardless of the customers’
volumes of purchases, methods of purchasing or whether purchasing at respondent’s highest
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or lowest price, respondent’s have made an analysis which is incapable of establishing the
differences in costs of sales as between respondents’ purchasers who received this quantity
discount and those who did not. Furthermore, the allocation of certain of the costs. . . was made
without sufficient record basis. For example, the allocation of merchandising expenses was made
on the assumption that. . . each call was of equal duration regardless of the purchaser. There is
no record basis for such an assumption. Also, respondents’ contention that the comparative cost
of selling each of the purchasers receiving their lowest prices was the same as that of selling
A&P is not established by this record.214

The end of the statement reflects a legitimate concern that most of the buyers
who received a discount from International did not purchase $50,000 per year
from International (and some wholesaler groups that received the discount did not
purchase this amount from any producer). Recall that International and the other
producers that supported a discount had argued that costs were lower only if the
buyer purchased $50,000 or more per year from the individual producer. No doubt
the FTC had suspicions about International’s discount (including opposition
to it by some of the producers) that were not laid to rest by International’s
study.

The discount International and the other producers granted to certain wholesaler
groups is not addressed in International’s study. None of the producers argued that
these groups were cheaper to supply. At least initially, discrimination favoring
these buyers might have existed. The discount to these buyers was not controlled
or prevented, probably because competition among the producers could not be
controlled as during the NRA. The previous descriptions of the events leading to
the discount being granted to certain of the wholesaler groups are consistent with
this view.

It is doubtful that the discount to these buyers would be favored by the producers
considered as a group, since there is no apparent reason to believe that the elasticity
of demand between the wholesaler groups and other wholesalers differed. Whether
possible discrimination favoring these buyers persisted is not known. Given the
discount, each producer would attempt to supply more of its output to wholesalers
charged a higher price, and this would put downward pressure on prices generally.
Further, possible reductions in resale prices by these wholesaler groups would
be likely to reduce demand from other wholesalers and also put downward pres-
sure on prices generally. Whether over time a price difference persisted between
the wholesaler groups and other wholesalers is not known. Elimination of a price
difference was surely possible, since after the NRA competitive price-cutting
among the producers was common. If elimination of possible discrimination
among wholesalers resulted in wholesalers generally paying the prevailing market
price, this would not mean that the FTC’s case would disappear, since the large
chains continued to be granted a discount from the prevailing market price.
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6.9. Comments of the Other Producers on the Discount

Early in its investigation the FTC asked the producers why they granted the $50,000
discount. The responses revealed something of the divided opinion that existed
during the NRA. A few of the producers who favored the discount submitted brief
justifications along the lines advanced by International during the trial. Those in
opposition typically stated that they granted the discount to buyers qualified by
other producers in order to meet competition, which they claimed was permitted
under the Robinson-Patman Act. This also is consistent with International’s
position.

Myles, which had opposed the discount during the NRA, responded to the FTC
as follows:

It is our. . . understanding that some salt companies are allowing one unit quantity discount. . . to
resale purchasers of $50,000 worth of table salt grades per annum. Our company has not initiated
the discount in any instance to any buyer; but we found it necessary to meet competition, to
allow it to those buyers with whom we do business who are getting the discount from others.
We believe this is in keeping with the Robinson-Patman law.215

Similar comments were received from Jefferson Island,216 Carey,217 and
Colonial.218 In contrast were the views of Union, Diamond Crystal and Morton,
each of which favored the discount.

6.9.1. Cost Differences Noted by Union Salt Co.
Union submitted information suggesting lower selling costs to supply the “quali-
fied” chains. Union sold 42% of its table salt to A&P (16.7% of its total sales of
salt). Union notes that the selling services of its competitors

almost entirely corral indirect buyers through Wholesale Grocers and Dealers whereby we are
compelled to supply chain stores who do not approve or accept reselling service. We, therefore,
fail almost completely to sell resale salt to wholesale grocers because if we should provide some
reselling service, and that in proportion to our size, the effort would be wasteful and inefficient,
and so insufficient, it is not acceptable to Wholesaler Grocers generally.219

From 1931 to 1935, Union’s annual selling expenses averaged about 20% of sales.
During this time either 10 or 12 carload reps were employed and, depending on their
number, their salaries and expenses were either 25 or 30% of total selling expense.
Three sales reps called on A&P’s branch buyers and these calls were estimated
to occupy less than 10% of their time. A large proportion of A&P’s orders were
placed directly to Union’s office without any involvement of Union’s carload reps,
whereas wholesalers’ orders were typically solicited by Union’s carload reps.

Union estimated that carload reps’ expense as a percentage of sales to A&P
equaled between 0.9 (if 10 carload reps were employed) and l.0 (if 12 carload
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reps were employed). On sales to all other buyers, the corresponding percentages
equaled about 5.8 and 7.0. The differences between A&P and other buyers average
about 5.5 percentage points, close to the discount granted after 1936. Sales to other
“qualified” chains probably comprised a substantial part of Union’s remaining
sales of table salt. If these buyers also required less carload reps’ service, Union’s
estimates would understate carload reps’ expense on sales to wholesalers.

Union also made the following comment, consistent with what appeared to be
the understanding reached by the producers in July 1936:

When. . . a competitor publishes a quantity discount to a larger known quantity buyer requiring
sales of $50,000 of table salt per year and continuance at that rate, we necessarily meet our
competitors quantity discount even though we may not be certain to also continuously sell the
same quantity buyer at the rate our competitors stipulated. We cannot conceive the intent of the
Robinson-Patman Act to be that we must sacrifice or abandon any such competition or buyer
nor that we should concede our competition the right to monopolize such business.220

Union did not provide merchandising serviceper seto wholesalers, but instead
assisted its wholesale accounts in reselling carloads of salt. This was done directly
by the carload reps, and was said to require relatively far more selling calls than
was required for a similar volume sold to A&P, whose orders were typically
placed directly to Union’s office. Union also notes that there “have been no special
types of expenses by [its] officials or sales managers to call upon A&P. [Such]
expenses, if any, were infinitesimal.”221

6.9.2. Diamond Crystal’s Position
Diamond Crystal’s response to the FTC also contains a comparison of selling
expenses incurred on sales to A&P compared with all other buyers:

The expense of selling. . . A&P . . . is materially less than to other resellers. All sales to
the. . . A&P . . . are made through headquarters contacts of our sales executives with their New
York headquarters office, and of our Top Salt men with their branch offices. Our territorial sales-
men and resale men do not call on A&P outlets, but devote their full time to other customers.

The field force salaries and expenses, after deducting the Top Salt men’s expense, was
$164,673 in the first eight months of 1937. As no portion of this expense was necessary to
obtain orders from. . . A&P . . ., it should be applied against the total of our sales to all resellers
other than A&P. This sales total is $l,364,130 and the $164,673 of expense is 12.1%.222

“Field force” salaries and expenses are charged against resellers only, although at
least the carload reps sold to all classes of trade. Sales to buyers other than resellers
were approximately 40% of Diamond Crystal’s total sales. The selling expenses
on sales to resellers other than to A&P fall to about 6.7% if it is assumed that the
carload reps allocated their efforts across all classes of trade in proportion to sales.
This adjustment probably understates the expenses saved on sales to A&P because
part of Diamond Crystal’s sales to resellers other than A&P were to other large
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chains that Diamond Crystal probably supplied comparably to A&P. Diamond
Crystal takes no account of the additional cost of the “Top Salt” reps on calls to
A&P’s branches and of its sales executives on calls to A&P’s headquarters.

6.9.3. Morton’s Position
Morton’s response to the FTC’s inquiry was to present the results of a study it
conducted for this purpose.223 This study sheds light on the question whether less
carload reps’ service was required on sales to the “qualified” chains.

Morton’s study classifies buyers of table salt into two groups – those purchasing
$50,000 or more per year (Discount Buyers) and those purchasing any lesser
amounts (All Other Buyers). The study compares “direct selling expense” on sales
to Discount Buyers and to All Other Buyers. The latter classification includes
primarily wholesalers. Discount Buyers includes the chains Morton “qualified”
and who therefore purchased from Morton $50,000 or more per year. Discount
Buyers also includes “qualified” chains who did not purchase $50,000 or more
from Morton as well as the wholesaler groups that had been qualified for the
discount either by Morton or other producers. Buyers are not identified and their
individual purchases from Morton are not separately listed.

The analysis includes Morton’s sales (net of freight) to the two groups and direct
selling expenses incurred during two months of 1936. Direct selling expenses
are defined as the salaries and expenses of Morton’s field sales force. For the two
months studied these totaled $172,387. Salaries and expenses of sales managers
are excluded. Morton’s field sales force was composed of merchandising and
carload reps. The carload reps solicited orders for table salt from wholesalers.
For the two months, Morton’s sales of table salt were $621,366 (38.5% of its total
sales) and sales of all other grades and types of salt were $994,088 (6l.5% of the
total). Most sales of table salt were to wholesalers and chains. Merchandising
service was not provided on sales to the “qualified” chains but direct use of this
is not made by Morton in this study.

Morton allocates direct selling expenses to each buyer classification in propor-
tion to the number of “selling points” that were involved in making sales to the
two groups of buyers. A selling point is a contact by a carload rep with a buyer that
resulted in a sale of table salt during the two months studied. The selling points
are those of carload reps only. The expense allocated is that of the merchandising
and carload reps combined. Merchandising expense is therefore allocated to each
buyer classification in the same proportion as carload reps’ expense. In effect,
Morton’s procedure assigns to each selling point a fixed amount of merchandise
expense. So the key factor in explaining differences in selling expenses on sales
to Discount Buyers and All Other Buyers relates to differences in the number of
selling points generating the sales to the buyers in each group.
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Most of Morton’s sales to the Discount Buyers were to “qualified” chains.
Using figures for 1937, about 73% of Morton’s total sales of table salt to all
Discount Buyers was to “qualified” chains.224

Merchandising expense for the two months is $80,106, which equals 12.9%
of Morton’s total sales of table salt. Carload reps’ expense for the two months
is $92,281. This equals 5.7% of Morton’s sales of all salt. The carload reps
made calls on all types of buyers generating orders for straight and pool cars.
Carload reps’ expense was allocated between table and all other types of salt
in proportion to sales. That part of carload reps’ expense allocated to table salt
was then assigned to Discount Buyers and All Other Buyers in proportion to the
number of selling points involved in making sales to buyers in each classification.

During the two months, 6984 selling points were involved in generating Mor-
ton’s total sales of table salt. Of the total selling points, only 232 (3.3%) involved
sales to Discount Buyers. If the number of selling points were proportionate to
sales, then selling points for sales to Discount Buyers would have equaled 2607.
Morton then assigned 3.3% of carload reps expense to Discount Buyers and
96.7% to All Other Buyers. As so assigned, carload reps’ expense equals 0.6% of
sales to Discount Buyers; and 7.0% of sales to All Other Buyers. The difference,
of 6.4 percentage points, suggests the potential savings in carload reps’ expense
on sales to “qualified” chains. Whether the potential saving is overstated would
depend in part on whether the carload reps spent relatively as much time and
effort in selling table salt as they did in selling other grades and types of salt. They
may not have, given that merchandising service was provided on sales of table
salt (which may have “freed-up” the carload reps for other work). Nonetheless,
it seems clear that Morton provided very little carload reps’s service on its sales
to Discount Buyers, primarily the “qualified” chains.

6.9.4. Testimony of Buyers on Purchasing Practices
That the frequency of calls on the large “qualified” chains by carload reps was less
than on wholesalers is also suggested by the following. During the proceedings
in MortonandInternational, many wholesaler and chain witnesses were asked to
describe how they typically ordered salt. The questioning was not systematic. It
was to gain a general impression whether differences in this respect existed among
different types of buyers.

In International, 19 wholesalers were questioned along these lines. All of them
indicated that their orders were placed only when solicited by International’s
carload reps or brokers (and sometimes by both). Their orders were typically
for inclusion in pool cars. InMorton, 59 wholesalers were similarly questioned,
and 56 similarly responded. The remaining three gave answers that could not be
interpreted clearly.
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The chains’ witnesses responded quite differently. The buyer for First National
Stores testified that his firm purchased from International “on a direct carload
basis”225 typically by phone to International’s district office or headquarters and
without the intervention of carload reps.226

G. F. Morrow, who was A&P’s chief buyer, testified as follows:

I am responsible. . . for the buying of salt for the entire company. I am supposed to know
something about the contacts that are made and practically all of the sales solicitation for the
company between the International Salt Company and ourselves, I think is very, very largely
confined between Mr. Ryon and myself. . .

For myself, I can say no ordinary sales reps ever calls on me. For the outside warehouses,
[the ordinary sales reps] are not supposed to call on them.

Q. So you would know if there was some solicitation by ordinary sales reps of International
Salt Company from the buyers at these warehouses?

A. Yes.227

Morrow notes that calls by carload reps on A&P’s warehouses were infrequent,
although they might possibly occur. But he “could not imagine any good reason
why they should occur.”228

The buyer for American Stores testified that his orders are “very often by
phone, most often by phone.”229 This witness noted in an earlier interview that
he combined orders from the various branches which he consolidated into single
orders forwarded to the producers.230 Ryon of International also testified that the
carload reps did not call on the large chains.231

In Morton, the comments of buyers were similar. Bringhurst, Morton’s New
Orleans District Manager, testified that none of his carload reps called on A&P
but noted that he “occasionally called, just occasionally”232 on A&P’s local
buyer. A&P’s New Orleans buyer testified that he ordered by phone and mostly
in straight cars.233 A&P’s Charlotte buyer testified that

practically all of the orders go direct. [The sales reps] will call in, he doesn’t particularly solicit,
just a good will call, I would say, but I will say that 95–99% of our orders go direct [to Morton’s
headquarters] or. . . to the Washington office.234

These orders were primarily for straight cars. A&P’s Jacksonville buyer testified
that Morton’s carload reps called on him but not regularly.235 A&P’s Atlanta
buyer testified that he phones orders often for inclusion in pool cars to Morton’s
broker: “we know about when the car is to move and we tell him we want to get
in on the pool car.”236 No commission was paid on such orders. The witness also
noted that the carload reps’ calls on him were typically not to solicit orders. All of
this testimony is similar to the view of Peterkin, Sr. that sales to the large chains
required little direct selling expense.237

All in all, it is highly likely that the producers incurred less carload reps’
expense in supplying the large “qualified” chains than in supplying wholesalers
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generally. Returning to International’s cost study, savings in merchandising
expense on sales to A&P (and by implication on sales to other “qualified” chains)
alone roughly covered the discount International granted to A&P (and the other
“qualified” chains). Consideration of carload reps’ expense would strengthen
this result. It is unlikely that the $50,000 discount International granted to the
“qualified” chains discriminated in their favor. The same discount granted to
wholesaler groups was not shown to be cost based. Price discrimination favoring
these buyers probably existed, although for how long is not known.

7. THE CASE AGAINST MORTON’S
ANNUAL DISCOUNTS

7.1. The Meeting Competition Defense of the$50,000 Discount

7.1.1. Morton’s Position
The $50,000 discount was granted by Morton on sales of table salt other than
BL (purchases of BL counted toward the $50,000 qualifying volume) and was
the same discount as that granted by International and the other producers.
According to Morton, the discount was granted because it was cheaper to supply
buyers who purchased from Morton $50,000 or more of table salt per year. The
discount was also granted to meet competition (and was defended on this basis) to
buyers whose annual purchases from Morton were less than $50,000 per year but
who were qualified as $50,000 buyers by other producers and received the discount
from them. The argument is identical to International’s, and it had no greater
success before the Commission than did International’s. Morton did not attempt to
justify its adoption of the $50,000 discount as a competitive response to the prior
publication of the discount by competitors. The evidence was clear that Morton
was the first to publish the discount and announce to the other producers the buyers
that it “qualified.” Morton also did not attempt to justify its annual discounts on BL
on grounds of meeting competition because it was the only producer that offered
these specific discounts.

Morton had received the various bulletins announcing the buyers who other
producers “qualified” as $50,000 buyers. However, Morton did not rely on these
bulletins to defend the discount that it granted to these buyers. Morton relied on
the testimony of its officials that these buyers were known to receive the discount
from other producers, and so granted them the discount to retain their business.

The buyers to whom Morton granted the discount and who did not purchase
$50,000 or more per year from it were Thomas and Howard, Consolidated Compa-
nies and Wholesale Grocers Sales Co. (all qualified by International) and Frankford
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Grocery Co. (qualified by Worcester). This group also includes C. F. Smith Co.,
a grocery chain headquartered in Detroit. C. F. Smith was qualified by Mulkey
Salt Co., a subsidiary of Morton’s, which distributed its own brands through its
own sales and distribution system. Morton supplied C. F. Smith less than $50,000
per year, and defended its discount on grounds of meeting competition. Colonial
Stores, another large chain, also received the discount but did not purchase from
Morton $50,000 or more per year. Morton stated that Colonial was qualified by
another producer and defended its discount to Colonial on meeting competition
grounds. Other producers believed that Colonial was qualified by Morton.

Concerning the discount granted by Morton to buyers qualified by other
producers, Peterkin, Sr. testified as follows:

We don’t expect, for ordinary brands of salt, non-advertised brands, buyers to pay us more
money than they could buy the same class of goods from someone else. I think we would be
foolish to expect them to do that, and, furthermore, I don’t think they would do it.

If a producer of salt had sold a purchaser $50,000 or more of table salt and we were informed
of the fact, we would realize that purchaser was receiving from the producer such discount
as that producer might have published and if we sold that buyer, we would necessarily have
to allow him a similar discount, else we would have no chance of getting any business from
him . . ..238

We can sell our advertised brand at a different price – a higher price perhaps than other
people can sell their salt, but unadvertised factory brands or private brands we could not sell
at one mill higher than the same class of goods sold by our competitors. On the other hand,
I don’t think our competitors could sell at any higher price than we could sell and if they did
sell at a lower price, we would be compelled to meet it if we expected to get any business.239

Morton did not suggest that its discount on sales to buyers qualified by other pro-
ducers were made temporarily or in small amounts in hopes that the buyers would
in future shift their purchases of $50,000 to Morton. Later questioning brought
forth the circumstances surrounding Morton’s grant of the discount to these
buyers. For example, concerning the discount to Thomas and Howard, Peterkin,
Jr. testified:

Thomas and Howard Company were purchasing to the best of our knowledge the bulk of their
salt from the International Salt Co. The International Salt Co., we discovered, were allowing a
discount in accordance with their regular price. We were offered the opportunity to serve some
of the Thomas and Howard branches with our salt, but in order to sell them our products that
were of the same general character as the International products it was necessary for us to meet
the International price as we saw it, and in that case we allowed what we term the quantity
discount. . .240

We were told that our price was not attractive, and further investigation revealed the fact that
other salt producers were allowing in accordance with their regular practice a discount, and
we elected to meet the discount by applying to their purchases from us an amount equivalent
to the approximate five % on net works basis. . .

They may have purchased $50,000 worth, more or less, from a competitor. We were simply
told that our price was not attractive, and we made it attractive by the allowance of the quantity
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discount, although they did not purchase the amount of salt necessary for the Morton Salt
Company to permit us to allow that based upon our own figures.241

Stratford, Morton’s Sales Manager, testified similarly concerning Consolidated:
“We were advised by our field representative if we were to continue to acquire a
share. . . of Consolidated’s business that it would be necessary for us to. . . allow
one unit discount on other [than BL] grades of table salt.”242 Stratford believed
that Consolidated had been qualified by Myles, although International first
granted the discount to it. Similar comments were made by Stratford concerning
the discount to Frankford Grocery Co. and Wholesale Grocers.

There was uncertainty over who first granted the discount to Colonial Stores.
Colonial’s buyer indicated that he secured the discount from all suppliers but
did not purchase $50,000 per year from any of them. Colonial’s purchases in the
aggregate were large enough to have done so. International and other producers
stated that Morton first granted the discount to Colonial. Stratford testified that
Morton’s lower price to Colonial “is in the nature of a unit discount on table
grades. . . to meet a price made by another salt producer, which we understand is
given them as a quantity discount.”243

7.1.2. Rejection by the Commission
The Commission rejected Morton’s meeting competition defense. FTC Counsel
argued that the defense should be rejected because

Morton did not show that any competitor was selling salt of like grade and quantity to any of its
customers and paying to such customers a discount amounting to approximately 5% of the net
works. . . prices. True, the President [of Morton]. . . testified that when it allowed a discount [to
these buyers] that such was done to meet an equally low price of a competitor without naming
the competitor, without naming the price, without naming the type or grade of salt.244

However, the buyers who secured the discount were well known by Morton and
the other producers. This was clear from the producers’ bulletins announcing their
adoption of the $50,000 discount and naming “qualified” buyers. But I doubt that
had Morton more thoroughly investigated other producers’ discounts its defense
would have prevailed.

Counsel also noted that Morton’s grant of the discount to buyers who purchased
$50,000 from another producer but not from Morton

is not meeting competition but is beating competition, since the 5% discount given [by Morton]
is greater in an amount of money than the 5% given on the $50,000 purchase.245

Exactly what Counsel meant is not clear. He might have meant that the buyer did
better on its purchases from Morton, since it secured the same price with a smaller
purchase commitment; or that the buyer secured a lower price from Morton even
though Morton’s costs were not lower.
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The Commission states:

the respondent has not shown the existence of facts which might indicate or prove that [its
lower prices to buyers qualified by others] were made in good faith to meet an equally low
price of a competitor. The evidence submitted. . . is too vague and indefinite to show that the
long continued discriminations. . . were made in good faith to meet an equally low price of a
competitor.246

This is all that is said about meeting competition. The Commission could have
meant that a discount systematically and persistently granted to some buyers
cannot be defended on meeting competition grounds. In such instances, cost
justification must be the defense. Surely the Commission could have suspected that
the discount was discriminatory, because Morton argued (as did International) that
its costs were lower only if the buyer purchased from Morton $50,000 or more per
year; and Morton persistently granted the discount to a number of buyers who did
not meet this requirement. Morton also granted the discount to certain wholesaler
groups, and no producer argued that these buyers were cheaper to supply than
wholesalers who did not receive the discount. Presumably, the Commission would
be reluctant to allow a potentially discriminatory discount to persist by accepting
each producer’s claim that it granted the discount to meet competition.

7.1.3. The Courts’ Views
The Courts’ opinions inMortondo not deal explicitly with “meeting competition.”
The Court of Appeals believed that Morton’s $50,000 discount was almost certainly
based on cost savings associated with large annual purchases. Similar savings
would not have resulted on sales to buyers who received the discount but did
not purchase $50,000 per year from Morton. The Court believed that Morton’s
discounts to these buyers were discriminatory. However, the Court did not find
them illegal. This finding was not based on Morton’s meeting competition defense
but on the Court’s belief that the Commission did not prove that Morton’s discount
injured competition.

The Supreme Court’s opinion also does not deal directly with Morton’s meeting
competition defense. The Court found all of Morton’s discounts illegal. Each of
Morton’s discounts was found to injure competition and, according to the Court,
none was shown to be cost based, which was held to be necessary if any of
Morton’s discounts was to be upheld. Obviously, “meeting competition” failed.

7.2. The Question of Competitive Injury

During the trial, FTC counsel presented a great deal of testimony from wholesalers
to the effect that the wholesalers would prefer, all else the same, to buy salt at prices
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below or at least no higher than the prices paid by their competitors. This testimony
was to prove “injury to competition” from Morton’s discounts. Under the Act, a
finding of competitive injury is required if Morton’s discounts were to be found
illegal.

The testimony of wholesalers did not show that grocery wholesaling (or
retailing), because of Morton’s discounts on salt, had become confined to so few
firms that competition at wholesale (or retail) was threatened. The testimony
indicated that virtually all grocery wholesalers handled salt, that most had done
so for many years, and that the discounts to particular buyers had not resulted in
competing wholesalers discontinuing sales of salt, or contributed significantly to
the demise of any of them.

Morton argued that a showing along these lines was required if the FTC
was to find competitive injury. Morton tried to elicit testimony from the FTC’s
wholesaler witnesses that salt represented a small part (about 0.5%) of the typical
wholesaler’s sales and that, in light of this, Morton’s discounts were unlikely
to cause wholesalers to fail or discontinue handling salt. The witnesses did not
disagree with this. Some figures were presented by Morton showing that its sales
of table salt to buyers who received no discounts had not declined relatively over
time. This evidence had no bearing on the outcome.

FTC Counsel countered Morton’s efforts by suggesting that the proceedings
involved only salt, and by asking witnesses what would happen if, for example,
two competing resellers who were adjacent to each other and sold only salt and
whose operations in all respects were identical except that one bought salt more
cheaply than the other. That no such situation existed, or could even be imagined
by the witnesses, also had no bearing on the outcome. Morton did not explain
why it believed the FTC was required to show injury to competition in the sense it
argued. If the discounts were not cost based and reflected a systematic pattern of
price discrimination, the buyers discriminated against would be injured as might
consumers. It is not obvious that the Act could only prevent price discrimination
that is so substantial and persistent as to diminish competition along the lines
Morton suggested.

The Commission’s opinion says little more than that competitive injury results if
some resellers pay a higher price than competing resellers. Since the Commission
found competitive injury from the $1.50/$1.60 differential on BL, presumably
the existence of any price differential among competing resellers was sufficient to
meet the Commission’s burden. The Supreme Court found that the testimony of
the FTC’s wholesaler witnesses stated the obvious, and was unnecessary. It was
enough to show that a buyer paying a higher price

might have been handicapped in competing with a more favored carload purchaser [of which
in fact there were virtually none] by the differential in price established by the respondent, [so]
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the Commission was justified in finding that competition might have thereby been substantially
lessened or have been injured within the meaning of the Act.247

Such a standard imposes little burden on the Commission, and emphasizes the
importance of cost justification.

7.3. Morton’s Cost Justification

7.3.1. Introduction
Testimony inMorton (as in International) revealed that merchandising service
was not provided on sales to the “qualified” chains and also that carload reps’
services were most likely reduced on sales to these buyers. Morton also presented
the results of a cost study specifically prepared for the trial.248

The study considers each of Morton’s annual-volume discounts; the discount on
table salt other than BL to buyers of $50,000 or more per year from Morton249 and
the two discounts on BL – of 10 cents per case to buyers of 5,000 or more cases per
year and to whom merchandising service was provided, and of 15 cents per case
to buyers of at least 50,000 cases per year and to whom no merchandising service
was provided.250 Buyers who received 15 cents per case were all very large chains
– A&P, Safeway, Kroger, American Stores and National Tea. These were the same
large chains classified as quantity buyers during the NRA, except for First National
Stores. However, Morton supplied no salt to First National Stores. The largest
discount on BL was thus confined to very large chains. So far as merchandising
expense was avoided and carload reps’ expense reduced on sales to these buyers,
the savings would be independent of the annual volume the buyer purchased from
Morton. In effect, the 50,000 case limit would define a group of buyers who were
cheaper to supply because on all sales to them merchandising and carload reps’
services were avoided or reduced. Consistent with this is that National Tea did not
purchase 50,000 cases of BL per year but nonetheless was granted 15 cents per
case on its purchases of BL. National Tea’s purchasing arrangements with Morton
did not differ from the other large chains that did purchase 50,000 cases of BL.

Buyers of 50,000 cases of BL could count these purchases toward the $50,000
qualifying volume to secure Morton’s unit discount on table salt other than BL. On
their purchases of table salt other than BL, the five large chains thus also secured
the “$50,000 discount.” This discount was one unit – typically 5 cents per case
on standard table packs – or about 5% of list. As did International and the other
producers who favored the discount, Morton had always justified its discounts
to the large chains on the ground that no merchandising service and relatively
less carload reps’ service was required on sales to these buyers compared with
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wholesalers generally. If so, what accounts for the 10 cents per case discount that
Morton granted to buyers of 5,000 or more cases of BL per year? Most of these
buyers were grocery wholesalers. On its sales to these buyers, Morton stated that it
provided merchandising and carload reps’ services. Morton was the only producer
that granted a “5,000 case discount” and it did so only on BL. Unfortunately, little
evidence or discussion of this discount was presented during the proceedings.

7.3.2. Morton’s Cost Study
Morton’s study focuses on two types or classes of expenses that were allocated
across buyers grouped according to discounts earned. The first is merchandising
expense. The second Morton called “order-related” expense. Order-related expense
bears no direct relation to selling activities: it is the expense Morton incurred in
its headquarters, branch offices and plants in processing, shipping and invoicing
orders that were shipped in carloads. Expenses of carload reps are not included in
Morton’s study. Why carload reps’ expense was excluded is not known. Peterkin,
Jr. was questioned about this and he replied as follows:

A. Speaking from my own personal viewpoint, [consideration of carload reps’ service] probably
would widen the spread between an individual purchaser and a quantity purchaser. . .

Q. And that would be only an estimate or guess?
A. It would be more than a guess. It would be based upon my knowledge of our cost of sales.
Q. In the absence of a cost study?
A. In the absence of a cost study, yes.251

No criticism was raised by the FTC’s accountant about merchandising expense or
its allocation across buyer groups. I will return to consider merchandising expense
shortly. However, the FTC’s accountant raised a number of criticisms against Mor-
ton’s study of order-related expense. These criticisms were felt sufficiently telling
for the Trial Examiner and the Commission to reject Morton’s study in its entirety.
Consequently, savings in merchandising expense on sales to the large chains that
were shown to exist and that were unrelated to Morton’s study of order-related
expense had no bearing on the outcome of the case.

Morton’s study of order-related expense was conceived by Morton’s senior
officials and was compiled by Arnold Coyne, Morton’s office manager. Most of
the information used in the study came from Morton’s accounting records. The
study covered one year, from September l, 1939–August 31, 1940. Order-related
expense was estimated for the “Chicago billing district.” This district involved
the invoicing for sales made in the area east of the Mississippi River plus North
and South Dakota, Minnesota, Iowa and the northern part of Missouri. Roughly
70% of Morton’s sales occurred in the Chicago billing district. In determining the
eligibility of any buyer for a discount, Morton’s nationwide sales to the buyer were
taken into account. For purposes of its study of order-related expense, only sales
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(and discounts on sales) made within the Chicago billing district were included.
The study also estimates order-related expense incurred on sales in the Chicago
billing district.

Some order-related expense was incurred in Morton’s producing plants.
According to Coyne, the same procedures were followed in each plant and, for
purposes of its study, order-related expense at the plant level was estimated for
Morton’s Port Huron, Michigan plant. The results for Port Huron were used as
an estimate of similar expenses incurred by Morton’s other plants that made
shipments into the Chicago billing district.

Buyers were classified into four groups: (1) those buying 50,000 or more cases
of BL per year. These buyers received the 15 cents per case discount on BL plus
the unit discount granted to $50,000 buyers on their purchases of table salt other
than BL; (2) $50,000 buyers, which includes other buyers qualified by Morton for
the $50,000 discount on table salt other than BL. Each of these buyers purchased
more than 5,000 cases of BL per year and therefore also received the 10 cents per
case discount on BL; (3) the remaining buyers of 5,000 or more cases of BL per
year who received 10 cents per case on BL but did not purchase $50,000 or more
per year of table salt from Morton and therefore did not receive the unit discount
on their other table salt purchases; and (4) all other buyers. This last classification
covers all other buyers of salt shipped in carloads, including other buyers of table
salt (primarily wholesalers) plus buyers of all other types of salt, all of whom
received no discounts.

The order-related expense estimated for the Chicago billing district was
allocated to each of the four buyer-classifications in proportion to the number
of invoices issued on sales to the buyers in each classification. Morton’s study
assumes that, on average, a given amount of order-related expense was incurred
per invoice issued. To derive the order-related expense assigned to the buyers in
each classification, Morton multiplied the estimated order-related expense per
invoice by the number of invoices issued to the buyers in each classification. The
order-related expense as so assigned was then expressed as a percentage of sales
to the buyers in each classification.

In effect, any differences in order-related expense relative to sales across the
different buyer classifications stemmed from the fact that the buyers in one as
against another classification ordered, on average, a different dollar amount per
invoice. Thus for example, if two buyers purchased the same total dollar amount
of salt but one did so by placing two orders (requiring two invoices) and the other
by placing one order (requiring one invoice), Morton assumed that it incurred
twice the order-related expense on its sales to the former buyer compared with
the latter buyer. Lower order-related expense rates were shown for each of the
classifications of “discount buyers” compared with “all other buyers.” The lower
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order-related expense rates shown for the “discount buyer” classifications (except
for the 50,000 case buyers of BL) were said by Morton to justify its discounts.
Savings in merchandising expense were separately considered, and these savings,
when combined with savings in order-related expense, were said by Morton to
more than justify its discounts to “50,000 case buyers.”

7.3.3. Criticisms by FTC Staff
Morton’s study of order-related expense was strongly criticized by FTC Counsel –
in the background were the FTC’s accountants. Most, but not all, of the criticisms
were minor and accounting for them would not affect Morton’s results significantly,
if at all. However, when taken together, FTC Counsel felt the criticisms were so
telling that he moved to strike Morton’s study from the record, including Morton’s
study of merchandising expense. The Examiner granted the motion. The main
criticism related to Morton’s allocation of order-related expense in proportion to
the number of invoices issued:

There is nothing in the records which will show that the Respondent has ever made any cost
studies and analyses which will substantiate the measuring factor used, that is, the numbers of
invoices, as being sound and accurate and proper, or that its use affords accurate results in the
separation of the costs used.252

No such studies had been made by Morton. A number of problems do arise (as
will be discussed) from Morton’s allocation of order-related expense, and these
cast substantial doubt on whether this aspect of Morton’s study provides support
for its discounts.

7.3.4. The Views of the Commission and the Courts
The Commission’s opinion states that:

The trial examiner maintained a motion to strike [Morton’s] testimony as being based upon
estimates, hypothesis, and mere guesses and as arbitrarily including items of distribution the
correctness or applicability of which was doubtful. The Commission has nevertheless consid-
ered the testimony so stricken, as well as other matters in the record, and is of the opinion, and
so finds, that respondent’s price differences. . . have not been shown to be [cost] justified.. . .253

This is all that is said about Morton’s cost study. What weighed most heavily on
the Commission’s decision is not known, although suspicions particularly about
the $50,000 discount could have been an important factor.

On appeal, Morton did not seek review of the Commission’s finding that
Morton failed to cost justify its discounts. Morton’s appeal rested on whether
competitive injury existed, and on an argument that appears for the first time – that
the Robinson-Patman Act did not contemplate challenges to “standard” quantity
or volume discounts publicly announced and made available to all buyers who
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met the required terms.254 The Supreme Court rejected this view, noting that the
Act prevented illegal price discrimination, whether accomplished by “standard”
quantity or volume discounts, or by any other means. The Court also noted that
Morton had failed to cost justify its discounts, but detailed reasons are not given.

7.4. Morton’s Study of Order-Related Expense

In Chicago headquarters, clerical work was required to process orders: orders
were checked, freight-routed and rated, credit checked, invoiced, routed to the
appropriate plant for filling and shipping, etc. At the plant, further clerical work was
done and the orders were then filled and the carloads shipped. Morton’s aim was to
estimate total order-related expense that was incurred from the receipt of an order
to the point of shipment. These expenses were then converted to an average cost
per invoice and then allocated to the different buyer classifications according to the
number of invoices issued to the buyers in each classification. Total order-related
expense estimated by Morton equaled 6.3% of Morton’s total sales (net of freight).

Most of the order-related activities Morton focused on involve processing and
filling orders for carload shipments. However, most of these activities and their
costs do not appear (and are not shown by Morton) to vary in proportion to the
number of invoices required to fill a car. For example, Morton does not show that
its costs of processing, filling, and invoicing a carload containing the orders of
(say) three buyers (and requiring three invoices) was three times the cost of an
order for a straight car (requiring one invoice) as is assumed in Morton’s study.
Questioning of Morton’s officials about the study suggests instead that most of
the same costs would be incurred in either of these cases, so that differences
in the number of invoices issued relative to sales across the different buyer
classifications would likely reflect only marginal differences in Morton’s costs.

To illustrate, most of Morton’s carload shipments were to a specific destination.
Each carload would be freight-routed and rated. The cost of this is the same
whether the car contained three orders (requiring three invoices) or one order
(requiring one invoice). The pool car might require some additional expense:
more invoices are prepared and the freight must be apportioned among the car’s
participants. It is unlikely, however, that such differences would raise the cost of
freight-routing and rating the pool car to three times the cost for the straight car.

Morton’s study of Port Huron also illustrates the point. Employees at Port
Huron processed instructions from Chicago or branch offices for filling and
shipping carloads. Involved in this work were two shipping clerks, a shipping
foreman and his assistant, a car checker (who saw that the car was filled and
segmented properly) and the office manager, who worked half-time on order
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processing. Salaries of the individuals mentioned (including one-half the office
manager’s) were $12,264 over the study period. Carloads shipped from Port Huron
required 21,391 invoices, or an average expense of $0.571 per invoice. During the
study period, a total of 119,422 invoices were issued on Chicago billings. Morton
estimated that total order-related expense at the plant level equaled $68,070
(119,422× $0.571). This amount was then allocated in proportion to the number
of invoices issued to the buyers in each classification.

It was almost certainly the case that any instruction from Morton’s headquarters
or branch offices to Port Huron involved assembling and filling a carload. Let one
such instruction be for a straight car and another for a pool car. In either case, the
orders had to be assembled, the car filled and checked, etc. It is doubtful that the
pool car imposed substantially greater order-related expense than the straight car.
It might be cheaper to fill the straight car if the variety of items ordered was less;
or to check-out the straight car. But differences along these lines are not what
Morton’s study focused on. So far as Coyne’s testimony deals with the issue, he
implies that it cost Morton no more to assemble and fill a pool car than a straight
car. If so, the allocation of order-related costs in proportion to the number of
invoices would be misleading.

Most of Morton’s order-related expense (82% of the total) was incurred in
Chicago headquarters and associated branch offices. As in the case of Port Huron,
how or why these costs varied in relation to the number of invoices is not known
or discussed in the testimony.Table 3 lists the various order-related expenses
for Chicago headquarters and branch offices. The listings are briefly discussed,
noting (if possible) whether the particular entry is likely to vary in proportion to
the number of invoices.

(1) The salary figures are of employees responsible for preparing orders sent to
the plants for filling, recording information, and invoicing.

(a) Chicago, City Sales ($13,704) – represents a relatively minor entry
and is the salaries of clerks engaged in order-related work within
metropolitan warehouses in the Chicago billing district. Warehouse
stocks were maintained for pick-ups by local buyers, and I believe
that a very large proportion of such sales were on a cash basis.
Generally, invoices were not prepared for these sales. Warehouse
salaries seem unlikely to vary in proportion to the number of invoices
issued.

(b) Chicago, Country-billings. This entry reflects the salaries of clerks
involved in order-related work in Chicago headquarters. The entry
represents about 20% of the total expenses reflected inTable 3.
Undoubtedly the expense of some of this work increased with the
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Table 3. Order Related Expense, Chicago Billings, September 1, 1939 to
August 31, 1940.

Expense Entry Component Expense Total Expense

1. Salaries
a. Chicago-city 13704
b. Chicago-country billings 96209
c. General office salaries

Distribution dept 13550
Mailing dept 5338
Branch office clerical 43263

d. Traffic dept. 20676
e. Tabulating dept. 10081
f. Salt tablet dept. 49232
g. Specialty salt dept. 4983

2. Taxes on above salaries 8107
3. Office supplies 67575
4. Traffic expense 3252
5. Tabulating expense 5347
6. Rent 20086

Chicago office 13547
Miscellaneous 659
Branch office 5830

Total 317162

Source:Record, 4319–3–8, Res. Ex. 25.

number of invoices issued for a carload, although by how much
cannot be assessed.

(c) General Office Salaries. This expense contains three separate
entries, the most important being clerical salaries at branch offices.
The distribution department made up and distributed Morton’s
price scales and bulletins. There is no reason to believe that this
expense varied in proportion to the number of invoices. The mailing
department involved the processing of mail and costs no doubt
increased with the number of invoices, although one can doubt
that costs varied in proportion to the number of invoices. Branch
office salaries are those of clerks in branch offices who prepared
carload orders before sending them to Chicago or to the plants and
who also handled some billing. Again, some of this cost probably
varied with the number of invoices issued against a carload,
although it is doubtful that cost varied in proportion to the number
of invoices.
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(d) Traffic Department. The entry is the salaries of clerks engaged
in freight-rating and routing. This particular expense would seem
independent of the number of invoices issued against a carload.

(e) Tabulating Department. This is the salaries of clerks engaged in
tabulating sales records. The expense probably increased with the
number of invoices, but one can doubt that it did so proportionately.

(f and g) These are the salaries of clerks responsible for order-related activity
on sales of specialty salts and salt tablets. Grocery wholesalers
and chains did not handle salt tablets or specialty salts. Sales of
specialty salts were primarily to buyers within the “all other buyers”
classification, which also includes wholesalers who secured no
discount. There is no evidence to suggest that this expense related
to sales of table salt or varied in proportion to the number of
invoices.

(2) This entry is the social security tax on the salaries listed under (1).
(3) Office Supplies and Forms. This entry is the expense of invoice and related

forms. This expense would likely vary in proportion to the number of invoices.
(4) Traffic Expense. This reflects a minor entry involving freight rates – travel to

freight rate conferences, meetings with rail officials, etc. There is no reason
to believe this expense varied with the number of invoices.

(5) Tabulating Expense. This is the expense of equipment rental and materials
for tabulating machines. There is no evidence that the character, quality, or
quantity of such equipment would change even with fairly substantial shifts
in the number of invoices.

(6) Rent. This reflects an allocation of rent paid for Chicago headquarters and
branch offices. The entry is based on rent paid times the percentage of space
used for order-related activity. Since most order-related activity involved pro-
cessing carloads, it is doubtful that the amount of space would change in
proportion to the number of invoices.

Morton’s study contains one expense – credit checking operations – that
was not allocated in proportion to the number of invoices. The total of this
expense ($40,295, or 9% of total order-related expense) was assigned entirely
to “all other buyers.” The explanation is that the buyers in the three “discount
buyer classifications” were rarely if ever credit-checked, and no bad debts ever
occurred on sales to these buyers. Probably many wholesalers who were Morton’s
customers for many years and who secured no discounts also posed little credit
risk. There likely were new accounts that were checked carefully and imposed
an initial expense disproportionate to Morton’s sales to these buyers. Expenses of
credit checking equaled 0.8% of sales to “all other buyers.”
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Table 4. Order-Related Expenses by Buyer Classification September 1, 1939 to
August 31, 1940 Chicago Billings.

Buyer No. of Total Sales Expense/ Retained Retained
Classification Invoices Expense (000) (000) Sales % Expense (000) Expense/Sales %
(a) (b) (c) (d) (e) (f) (g)

50,000 cases BL 1,993 6.4 573.4 1.12 3.1 0.53
Other $50,000

buyers
2,953 9.5 552.8 1.82 4.5 0.87

5,000 cases BL 4,707 15.2 885.4 1.71 7.2 0.82
All other buyers 97,827 355.6 4818.4 7.38 190.4 3.95
Inter company

sales
1,942 38.6

Total 119,422 425.2 6799.9

Source:Record, 4319–3–8, Res. Exhibit 18–28.

Morton’s results are presented inTable 4. Also presented are the results after
eliminating the expense categories that seem least likely to vary in proportion
to the number of invoices. Column (a) lists the buyer classifications used in
Morton’s study. Column (b) lists the number of invoices on sales to buyers in each
classification. Column (c) lists the total order-related expense Morton assigned to
each buyer classification. Column (d) lists sales (net of freight) to the buyers in
each classification. Column (e) gives Morton’s estimated expenses as a percentage
of net sales for each buyer-classification.

Columns (f)–(g) reflect the changes in Morton’s results after eliminating the
expense categories that seem least likely to vary in proportion to the number of in-
voices. In deriving these Columns, the expense categories retained are: (a) salaries
for Chicago-Country Billings, and for the mailing and tabulating departments;
and (b) office supplies (invoicing forms, etc). The total of the “retained” expenses
are allocated to each buyer classification in proportion to the number of invoices,
recognizing that this may still overstate differences in order-related expenses.
Credit department expense is retained and assigned, as in Morton’s study, to “all
other buyers.” Expenses as a percentage of sales are given in Column (g).

Morton uses its estimated order-related expenses to partly justify its discounts.
For example, order-related expense allocated to 50,000 case buyers equals 1.12%
of Morton’s sales to these buyers; order-related expense for “all other buyers”
equals 7.38% of Morton’s sales to these buyers. The difference, of 6.26 percentage
points, was said by Morton to reflect savings in supplying 50,000 case buyers,
justifying part of the discount granted to them. For these buyers discounts granted
exceeded 6.26% of sales. But the “shortfall” was said by Morton to be more than
made-up by savings in merchandising expense on sales to these buyers. Similar
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Table 5. Estimated Savings in Order-Related Expense and Discounts Granted,
by Buyer Classification.

Buyer Savings, Savings, % Sales Discount, Savings, % Sales,
Classification % Sales (Retained Expense) % Sales Excluding Credit Expense

(a) (b) (c) (d) (e) (f)

50,000 cases, BL 6.26 3.42 9.85 5.42 2.58
Other $50,000 buyers 5.56 3.02 4.96 4.71 2.24
5,000 cases BL 5.67 3.13 4.91 4.83 2.29
All other buyers 0 0 0 0 0

Source:Record, 4319–3–8, Res. Exhibit 18–27.

comparisons were made for each of the other discount-buyer classifications,
except that no savings in merchandising expense were assumed.

Table 5lists Morton’s buyer classifications in Column (a). Column (b) gives the
savings over “all other buyers” in order-related and credit expenses as a percentage
of sales to discount buyers as estimated by Morton. Column (c) lists the savings
as a percentage of sales using the “retained” expenses given in column (f) of
Table 4. Column (d) gives the discounts Morton granted as a percentage of sales
for each buyer classification. The discounts are the payments made by Morton
on the buyers’ Chicago billings. Column (e) lists the savings as a percentage of
sales as estimated by Morton and Column (f) lists the savings as a percentage of
sales using “retained” expenses, except that in each case credit expense has been
excluded. I assume here that credit expense is a general business expense not
assignable only to “all other buyers.”

According to Morton, its savings in order-related expense on sales to “other
$50,000 buyers” and to “5,000 case buyers” exceed the discounts granted to the
buyers in each of these classifications. For 50,000 case buyers, discounts exceed
savings in order-related expense, but savings exceed discounts once merchandis-
ing expense is considered. Of course, these results depend on Morton’s allocation
of order-related expense. Using “other $50,000 buyers” to illustrate, Morton
argued that its discounts to these buyers were less than its savings in order-related
expense by 0.6 percentage points. However, discounts to these buyers exceed
savings by about 2 percentage points if savings are based on “retained” expense,
and by about 2.5 percentage points if credit expense is also excluded. Bear in
mind that “retained” expense may well overstate costs that vary in proportion to
the number of invoices. Similar comments hold concerning the 5,000 case buyers.

To sum up, it is doubtful that Morton’s study accurately reflects differences
in Morton’s costs of supplying buyers who did or did not receive discounts.
Perhaps this is what led Morton not to appeal the Commission’s decision to
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reject its study. Whether the adjustments I have made to Morton’s results are
reasonable is uncertain. Perhaps the best course is to conclude that some savings
in order-related expense, of unknown amount, might have existed in supplying
buyers who received discounts, but that the discounts granted likely exceeded by
a good deal any savings that existed from this source.

This conclusion is strengthened by other information in the Record. Morton else-
where gives the number of invoices issued and order sizes on sales to “5,000 case
buyers”. Morton’s discounts on BL were based on the number of cases purchased
per year. Order-related expense was said to vary in proportion to the number of
invoices issued. The discount of 10 cents per case to “5,000 case buyers” could be
based on savings in order-related expense if the purchasing behavior of the 5,000
case buyers was reasonably uniform in terms of the size of individual orders placed.
Table 6lists the proportion of “5,000 case buyers” whose average order per invoice
fell within specified dollar ranges. The variation among buyers is substantial, sug-
gesting that savings in order-related expense would not correspond to the discount
granted. For example, suppose the “5,000 case buyers” who purchased under $200
per invoice ordered, on average, $139 per invoice (which is the weighted average
order for these buyers). Suppose the 5,000 case buyers who ordered larger amounts
per invoice (about 50% of all such buyers) ordered, on average, $556 per invoice
(which is the weighted average order for these buyers). According to Morton, the
former group would impose about four times the order-related expense per dollar
of sales as the latter group. But all of these buyers received the same discount.

7.5. Cost Differences in Relation to the Discounts

7.5.1. Merchandising Expense
Most buyers of BL purchased far less than 5,000 cases per year – the minimum
for a discount. During the time covered by Morton’s study, 90% of BL customers
purchased under 500 cases per year, and 95% purchased under 1,000 cases. Only
12 customers (0.3% of the total) ordered over 10,000 up to 50,000 cases per year,
and at that only two of these buyers ordered over 20,000 cases. The buyers of
over 50,000 cases were the very large chains, and merchandising service was not
provided on Morton’s sales to them.

In Morton’s study, merchandising expense (the salaries and expenses of its
merchandising sales force) was assumed to be avoided only on its sales to buyers
of 50,000 or more cases of BL per year. Merchandising expense was assumed to be
incurred on Morton’s sales to buyers in each of the other discount classifications
and to “all other buyers.” This latter classification includes wholesalers who
received no discount as well as buyers who did not purchase table salt. On sales
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Table 6. Percentage of Discount Buyers Whose Average Invoice Fell Within Specified Dollar Ranges, Chicago
Billings September 1, 1939 to August 31, 1940.

Average $ Value of Invoice
Buyer Class No. of Buyers Under $100 100–200 200–300 300–400 400–500 500–600 600–700 700–800 800–900 Over 900

Percent of Buyers
5000 Cases BL 67 5.9 43.3 17.9 7.5 2.9 4.5 1.5 3.0 4.5 9.0

Source:Record, 4319−3–8, Exhibits 18–20.
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to buyers who purchased no table salt, it is clear that merchandising service was
not provided. Merchandising expense was equal to 7.0% of Morton’s sales to all
buyers excluding its sales to the 50,000 case buyers. Since merchandising service
was not provided to 50,000 case buyers, Morton argued that it saved 7% on its
sales to these buyers compared with its cost of sales to all of its other buyers.

Buyers of table salt (primarily wholesalers) who received no discount are
included in the “all other buyers” classification, as are buyers of all other types
of salt. Morton’s sales of table salt to buyers who received no discount are not
separately reported. In Morton’s earlier submission to the FTC that analyzed
“selling points” in 1936, sales of table salt were 38.5% of Morton’s total sales
of salt. Using this percentage, merchandising expense would equal 11.7% of
Morton’s sales of table salt, excluding sales to 50,000 case buyers. If sales to
50,000 case buyers are included, this percentage falls to 9.2.

These two percentages suggest a range within which savings in merchandising
expense on sales to 50,000 case buyers might fall. In fact, the saving likely
exceeded 11.7%, because some buyers in the “other $50,000 buyers” classification
were large chains that did not purchase 50,000 cases of BL in the Chicago district,
and merchandising service was not provided on sales to them. Merchandising
expense on sales of table salt excluding Morton’s sales to 50,000 case buyers
and to large chains classified as “other $50,000 buyers” equals 13.0%. The latter
provides an estimate of the maximum saving from the avoidance of merchandising
expense on sales to the large chains.

Assume that merchandising expense saved on sales to “50,000 case buyers”
fell between 9 and 13%. Suppose these buyers purchased only BL, so that on
all of their purchases they received a discount of 15 cents per case. In Morton’s
study, sales are reported net of freight. Morton reports that the price of BL net
of freight (but before discounts) was $1.405 per case. Let this be the net price for
BL. The 15 cents per case discount equals 10.7% of net sales to the 50,000 case
buyers. This can be compared with the savings of merchandising expense on net
sales to these buyers, which range between 9 and 13%.

Not all purchases by the 50,000 case buyers were BL. On their purchases of
other table salt, these buyers secured a smaller discount from Morton – one unit
or about 5% of list.255 On average, the discount to 50,000 case buyers would be
somewhat below 10.7% of net sales. However, about 90% of the “50,000 case
buyers”’ purchases from Morton were of BL. The discount on net sales to 50,000
case buyers falls to about 10.1% if account is taken of their purchases of table salt
other than BL. FromTable 5, discounts reported by Morton as paid to the 50,000
case buyers equal 9.85% of its net sales to them.

The figures suggest that the savings in merchandising expense justified the
discounts granted to the large chains. Morton granted discounts equal to about
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10% of its net sales to these buyers and saved between 9 and 13% from the
avoidance of merchandising expense. The 9% savings figure is almost certainly
too low. Further, no account is taken of possible reductions in carload reps’ service
on sales to these buyers. Some order-related expense also might have been lower
on Morton’s sales to these buyers, although this is uncertain.

Executives and sales officials of the producers spent relatively more of their
time on sales to the large chains than they did on sales to wholesalers generally.
Morton’s study takes no account of this. Union Salt Co. indicated that these efforts
were negligible. International’s earlier 1936 study estimated an additional cost
of supplying the large chains of about 2.5% of its sales to these buyers. Morton’s
sales of table salt were a good bit larger than International’s. It seems unlikely
that the time spent by executives, etc. with the large chains would increase in
proportion to sales. However, even if savings in merchandising expense are
reduced by 2.5 percentage points, Morton’s discounts to the large chains still
approximate the likely cost savings.

All in all, it is unlikely that Morton’s discounts to the “50,000 case buyers” and
other large chains discriminated in their favor. Consistent with this is Peterkin,
Sr.’s comment that the large chains were Morton’s most profitable customers.

Two large grocery chains (Kroger and National Tea) were classified in Morton’s
study as “other $50,000 buyers.” These chains received the same discount on
BL as “50,000 case buyers.” Kroger was included within the “other $50,000
buyers” classification because it did not purchase 50,000 cases of BL within the
Chicago billing district alone (but did nationwide). No merchandising service was
provided to Kroger. National Tea did not buy 50,000 cases of BL from Morton.
The discount to National Tea was said to be a “competitive allowance.” However,
from all appearances, Morton dealt with National Tea in the same way as it did
with the “50,000 case buyers.”

The remaining buyers in the “other $50,000 buyers” classification were the
wholesaler groups that were “qualified” to receive the “$50,000 discount.” From
previous discussion, Morton and the other producers did not deal with these
buyers in the same way that they dealt with the large chains. It also does not
appear that Morton supplied these wholesalers differently from other wholesalers
who received no discount: both groups received merchandising and carload
reps’ services. Testimony of International’s and Morton’s officials cast doubt on
whether the “$50,000 discount” granted to the wholesaler groups was cost-based.
The unit discount granted to these buyers likely created competitive pressures to
lower transactions prices to wholesalers generally. Whether over time transactions
prices charged to wholesalers who received no discount differed from the prices
charged to the wholesaler groups who received the discount is not known.
Descriptions of competitive conditions before and after the NRA suggest that
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transactions prices may not have differed, or not by very much. Morton made no
effort to show that savings in merchandising expense justified the unit discounts
granted to the wholesaler groups. Instead, it relied on savings in order-related
expense, which are hard to accept. Morton did not grant the wholesaler groups
discounts on BL unless they met the 5,000 case threshold.

7.5.2. The 5,000 Case Discount on BL
Discussion of the 10 cents per case discount granted to the “5,000 case buyers”
is difficult. Very little information about this discount was presented by Morton
or uncovered by the FTC. On Morton’s sales to the large chains, the savings
in merchandising expense alone seemed to justify the discounts to these buyers.
However, in supplying “5,000 case buyers,” merchandising (and carload reps’)
services were provided.

The 5000 case buyers were smaller retail chains but primarily wholesalers.
It appears from the testimony that the 5000 case buyers were regular customers
who placed most of their orders for salt with Morton. They would have been
encouraged to do so by the prospect of a discount. These wholesalers may also
have been encouraged to make greater efforts to sell and assemble orders for
BL. Retailers similarly may have been more likely to place their orders for BL
with these wholesalers than with wholesalers who received no discount (and who
may have focused their efforts on salt of other producers). These activities of
“5000 case buyers” could have reduced the time and effort required by Morton
to generate a given volume of business when selling efforts were devoted to a
particular area. Such savings could have been the source of the discount to “5000
case buyers.” However, there is no evidence on this.

Morton suggested that savings in order-related expenses were close to the
discount granted to 5000 case buyers. However, these savings, as estimated by
Morton, are hard to accept, and using different but reasonable assumptions, the
savings are substantially less than the discount to these buyers.

Suppose that it cost Morton the same to supply wholesalers who were “5000 case
buyers” and wholesalers who bought less than this amount. The 10 cents per case
discount to the “5000 case buyers” would then discriminate in their favor. However,
the customers of the 5000 case buyers, and these buyers’ methods of purchasing and
overall operations, seem from all appearances to be the same as the wholesalers who
received no discount. If so, it is hard to see why the elasticity of demand of the 5000
case buyers and of other wholesalers would differ if the same price were charged to
either. If so, Morton would not want to discriminate in favor of “5000 case buyers.”
Buyers capable of purchasing 5000 cases might have threatened to shift away
from BL to other salt unless a discount was granted to them. Behavior of this type
seemed to enable the wholesaler groups to secure the $50,000 discount. However,
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BL was very broadly distributed among retailers, and threats by these wholesalers
significantly to reduce their BL purchases or discontinue them entirely could
have lowered these wholesalers overall sales to retailers more than they reduced
Morton’s sales of BL. There is no evidence of such threats or of carrying them out.
Morton for many years set and published the discount to 5000 case buyers. I doubt
that this would stem from possible “bargaining” behavior of particular wholesalers
(which at most might lead Morton to charge different buyers various prices below
list). In the case of the $50,000 discount, this was offered by all producers osten-
sibly to the large chains on salt grades that were extremely close substitutes. The
threats by wholesaler groups capable of buying $50,000 per year to discontinue
purchasing from particular producers was viable, and these buyers appear to have
been capable of injecting enough competition to obtain the established discount
from all producers.

If the price of BL discriminated in favor of 5000 case buyers, wholesalers
in the various geographic areas might try to purchase BL jointly through one
of their number to secure the discount, or for one of them to purchase 5000 or
more cases and become a supplier to those who purchased less. Morton did not
prevent joint purchasing or resales of BL among wholesalers. Joint purchasing
by wholesalers to secure the discount did not appear to be a common practice. In
some instances, Morton itself arranged joint purchasing for several wholesalers
through a designated wholesaler who received the 5000 case discount. In such
cases, the designated wholesaler kept records and billed the other wholesalers
at the discounted price, typically adding no more than two cents per case for
its services. Suppose these services would also cost Morton two cents. Then
discrimination favoring 5000 case buyers could not exceed eight cents per case,
and would fall from this as wholesalers’ costs of assembling orders for 5000 cases
per year approached Morton’s costs. Morton typically assembled orders from
wholesalers, suggesting that its costs of doing so were less than the wholesalers’.
But the difference in costs of assembling orders between wholesalers and Morton
could have been small, which would limit the extent of possible discrimination.

Morton would not be expected to discriminate in pricing BL if BL was very
competitive with the table salt of the other producers and with Morton’s other
grades. Except for BL, most table salt was priced identically and none could secure
a price premium. Morton possibly had some discretion in pricing BL, although
the evidence on this is impressionistic: the frequent, competitive price-cuts of the
brands of the different producers seem not to have led to comparable, or at times to
any, cuts in the price of BL. Consequently, competition alone cannot be relied on to
eliminate the possibility of discrimination in the pricing of BL to 5000 case buyers.

As noted before, it is possible that 5000 case buyers “specialized” in handling
BL and that this allowed Morton to achieve cost savings that were reflected in its
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discount to these buyers. Such savings could have been reflected in this discount,
but not in a carload discount, which was not granted. However, wholesalers who
received no discount handled at least some BL, given what appeared to be the
broad demand for BL by grocery retailers. Morton’s invoice evidence suggests
that the amounts typically ordered by wholesalers who received no discount were
very small, substantially less than the orders of 5000 case buyers. These small
orders probably imposed higher costs on Morton when assembling orders that
were reflected in the higher prices these buyers were charged. They also may have
imposed somewhat higher order-related expense.

All in all, the 5000 case discount was probably cost based, although marketing
evidence to support this is very limited.

7.6. The Commission’s Order

The Commission’s order required Morton to charge competing resellers the same
prices for table salt. Exactly how Morton and the other producers responded to
this could not be discovered. All discounts were eliminated, but whether list prices
changed is not known. So far as the order led Morton and the other producers to
charge higher prices to the large chains, and Morton to charge higher prices to
5000 case buyers, the costs of distributing salt would likely have risen. Services
that the buyers previously did not demand, or provided more cheaply than Morton
and the other producers, were now likely to be provided by Morton and the other
producers, raising costs overall. Raising prices to the wholesaler groups may have
eliminated some discrimination in their favor. However, the lower prices that these
buyers initially received probably reflected competition among the producers, and
may have led to lower transactions prices generally. The order may have made it
easier for the producers to avoid this competition, although competition could have
been reflected in the many other ways that the producers avoided during the NRA.

8. CONCLUSIONS

All in all, I conclude that Morton’s and International’s discounts to the large chains
did not discriminate in their favor. Very little evidence was uncovered concern-
ing Morton’s discount to “5000 case buyers,” and a strong conclusion about this
discount could not be reached. On balance, this discount was probably cost based.

The revisions that the producers made in July 1936 to the discount they all
granted to “quantity buyers” during the NRA appear as an effort to redefine this
discount to escape challenge under the Robinson-Patman Act and, if challenged,
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to provide what the producers believed was a “solid” defense. Once challenged
however, the revisions made it very hard to understand the producers’ cost justi-
fication, and raised suspicions about the industry’s pricing, making it a seemingly
simple task for the FTC and the Supreme Court to find the discounts illegal.

Confusion about the $1.50/$1.60 differential on BL and about the carload
pricing of other table salt cannot explain the FTC’s and the Supreme Court’s
rulings on these issues. It was clear that virtually all buyers paid $1.50 for BL;
and that virtually all buyers of other table salt paid carload prices. The alleged
price differences that were found illegal because they harmed competition could
not have had this effect. The upshot of the Court’s ruling was to eliminate options
to purchase very small lots that wholesalers occasionally chose. Eliminating
these options would not have benefited competition or these buyers. Had the
facts in Morton been more carefully assessed and economic analysis used to help
understand the industry’s behavior and pricing, perhaps subsequent enforcement
of the Robinson-Patman Act would have taken a different course. I refer the reader
to Appendix Ewhich discusses in broad terms the FTC’s subsequent enforcement
of the Act.

NOTES

1. Morton Salt Co., 39 FTC 35 (1944); Morton Salt Co. v. Federal Trade Commission,
162 F.2d 949 (1947); Federal Trade Commission v. Morton Salt Co., 334 U.S. 37 (1948).
The FTC’ s records are filed under the original docket, No. 4319. I will refer to material
contained in these files as Record, 4319 followed by identifying volume numbers and page
references.

2. International Salt Co., 49 FTC 138 (1952). I will refer to the FTC’s files in this case
as Record, 4307 followed by identifying volume numbers and page references. I have
also relied on information contained in the FTC’s proceedings against the Salt Producer’s
Association. I refer to this material as Record, 4320 followed by identifying volume
numbers and page references.

3. Copies of letters to the U.S. Wholesale Grocers Association by its members complain-
ing about the annual discounts were forwarded to the FTC. See Record, 4307–3–2, at 91–96.

4. I refer here to all firms that produced table salt from the evaporation of brine in vacuum
pans (which was the source of most table salt) and that operated evaporating plants outside
of California. Except for Morton, which operated a plant in California, no California pro-
ducer operated a plant elsewhere in the U.S. The discount practices of the California firms
are excluded from consideration in this study. International sold no salt in direct competition
with the California producers, and the FTC’s investigation of International provides no
direct evidence on the discounts granted by the California firms. Similarly, the FTC focused
on Morton’s discounts on shipments or sales from other than its California plant. I suspect
that the discounts of the California producers were similar to those of the other producers.
Testimony of Morton’s officials made it clear that its discounts were the same throughout
the U.S. It is also known that the annual-volume discounts of the California firms during
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the period 1933–1935, just before the evidence inMorton andInternationalbegins, were
the same as those of the other producers. Shipments from California were confined to the
far Western states and California production provided the bulk of the far Western supply.
Shipments from the “Eastern” producers typically did not extend into areas supplied from
California. No doubt the prices of the Eastern producers were influenced by California out-
put. But this does not mean that the Eastern producers could not have discriminated through
discounts in their pricing of table salt. In this study, the focus is on the Eastern producers and
whether the evidence concerning them alone permits conclusions to be drawn on whether
their discounts were discriminatory. Excluding California, the 15 Eastern firms produced
most of the dry salt in the U.S. Only part of the vacuum-pan salt produced by these firms
was packaged as table salt for household use, although the discounts at issue applied only to
this salt. Features of the salt production of these firms are briefly discussed inAppendix A
of this study.

5. FTC v. Morton Salt Co., 334 U.S. 37, 43–44 (1948).
6. In the case of Morton, purchases of BL salt counted toward the buyer’s $50,000

qualifying volume, but the discount on BL depended only on the buyer’s annual purchases
of cases of BL. A buyer of 50,000 cases of BL per year would necessarily secure the $50,000
discount on any purchases of other table salt from Morton. An annual buyer of 5,000 cases
of BL might or might not secure the $50,000 discount. This would depend on the value
of his purchase of other table salt from Morton (or on whether the buyer was qualified by
another seller).

7. See the discussion inAppendix E. Only five buyers secured the 15 cents per case
discount on BL, and only a few other buyers than these secured the $50,000 annual-volume
discount. A&P, by far the largest buyer, had roughly 9% of the grocery trade in 1940.
It probably purchased this proportion of the output of packaged table salt. By the same
reasoning, the five buyers purchased about 17% of packaged table salt. There is no
evidence that these buyers combined or coordinated their salt purchases, or even if they
had, that their combined position could be considered dominant. Further, only one-third
of the output of evaporated salt suitable for table use was packed and sold as table salt.
The balance was sold for industrial and commercial uses. The producers could vary the
proportion of their output packaged for table use, so A&P’s purchases would equal about
3%, and those of the five buyers 6%, of the more relevant output.

8. There is evidence that after the revisions in 1936 the discount was extended to
certain wholesaler groups as a competitive response to these buyers’ threats to shift their
business away from particular producers unless price was reduced. Efforts to control this
competition were unsuccessful after the demise of the NRA.

9. Much of the following discussion is drawn from material contained in: Salt Producing
Industry, Code No. 20, Consolidated Approved Code Industry File, Records of the National
Recovery Administration (Record Group 9, National Archives, Washington, D.C.). I will
refer to this as Consolidated File. When the text itself is sufficiently clear, specific reference
is not made to the Consolidated File.

10. Statement of R. B. Paddock, Deputy Administrator, NRA, to individuals representing
the Salt Producing Industry, at a meeting on July 26, 1933, Consolidated File.

11. National Recovery Administration. 1933.Code of Fair Competition for the Salt
Producing Industry, pp. 3–4.

12. Minutes of meeting of the Code Committee, June 13, 1934, contained in
Consolidated File.



The Morton and International Salt Cases 249

13. A description of each territory is given inAppendix B.
14. Hearings on a Code of Fair Practices and Competition in the Salt Producing

Industry, Vol. 1, pp. 54–55 (August 14, 1933). L. F. Fiely, President of Ohio Salt Company,
in describing conditions before the code, refers in much the same way to the practices
then in effect: “Prior to the time that the Salt Code became effective, prices on salt to
[wholesalers]. . . in our Ohio field and in fact in all fields, were greatly demoralized. Secret
discounts, brokerages, allowances and rebates were made to practically all the trade. This
condition was brought about by uncontrolled and unfair trade practices by competitors
within the Salt Industry. . .. Since the Salt Code has been effective, all of these discounts
. . . have been eliminated.” Letter from L. F. Fiely, President, Ohio Salt Company, to E. W.
Dahlberg, Deputy Administrator, NRA, April 20, 1934, contained in Consolidated File.

15. Administration materials discussing features of the code, Inventory A, contained in
Consolidated File.

16. National Recovery Administration, Code of Fair Competition for the Salt Producing
Industry 4 (1933).

17. Id.
18. Payment to the recipient of a pool car usually on tons sold to buyers other than the

recipient for notifying buyers of the car’s arrival and arranging orderly distribution.
19. A stop-over charge is a railroad charge for stopping a car at one destination for

partial unloading, with the car then continuing on to another destination.
20. On October 17, 1933 the Code Committee referred to this complaint in greater

specificity: “Owing to the practice being open to abuse, where salt salesmen travel with
jobbers’ salesmen, and are allowed a charge of $2.00 or $3.00 per day, or some other sum,
for use of the jobbers’ salesmen cars, the Code Committee has declared it to be a special
service and as such constitutes an unfair trade practice. Practice should stop immediately.”

21. A letter from the Secretary of the Salt Producers’ Association to one of the Kansas
producers illustrates the point: “This will acknowledge receipt of your letter of July 13,
referring to the amount of brokerage allowed to brokers on your list. This is certainly some
stunner. It doesn’t surprise me at all that you have had trouble in your territory. . .. If any
broker representing Kansas concerns, at the brokerage they are getting, is not splitting it, I
should be surprised – all of which acts against your market every second.” Letter to P.Silas
Walter, Vice President, International Salt Co., from Frank Morse, Secretary, Salt Producers
Association, October 28, 1933, contained in Consolidated File.

22. Minutes of Meeting of Code Committee, October 10, 1933, contained in
Consolidated File.

23. During the code, certain wholesalers’ buying organizations that organized purchases
for particular wholesalers were identified and brokerage of specified amount was permitted
to be paid to these organizations. A list of the organizations eligible for brokerage (and
at what rates) were circulated among the producers. These organizations were required to
sign the brokerage contract that the producers adopted under the code. No wholesalers’
organizations except those listed could receive brokerage. Similarly, certain producers had
arrangements with distribution companies to sell and distribute their salt in particular ter-
ritories. The distribution companies were ruled to be agents of the producers and therefore
could not resell except at the prices published in any territory. Rules also were adopted that
limited the competition among producers to obtain the services of distribution companies.

24. A discount similar to that to bakers was granted to butter and margarine producers
who purchased 1000 bbls. or more per year. The list of certified buyers included 14 firms.



250 JOHN L. PETERMAN

The discount and the list of certified buyers were uniformly adopted in all territories and
circulated among all producers.

25. 1934 Minerals Yearbook p. 931.
26. Report of the Committee in Support of Discounts at p. 5, contained in Consolidated

File.
27. 1936 Minerals Yearbook p. 918.
28. 1938 Minerals Yearbook p. 1273.
29. Record, 4319–4–3–2, at 465.
30. Irwin S. Moise and George B. Haddock, Manufacturers’ Control of Distribution: A

Study of Trade Practice Provisions in Selected NRA Codes 109 (Office of NRA, Division
of Review, Trade Practices Study Section 1936).

31. Respondent’s Exhibit 27, Record, 1–3/4319–1.
32. Respondent’s Exhibit 26,id.
33. Respondent’s Exhibit 30,id.
34. Respondent’s Exhibit 29,id.
35. The scales are price lists for salt moving in carloads. Except for BL, Morton’s scales

contain a discount for straight-car buyers from the “gross” scale (or the price for orders
shipped in pool cars). Sales at the discounted price were said to be made at net scale or
simply net. Only a net price is published for BL. This meant that any order for BL moving
in a carload (whether in a straight or pool car) was priced net, or at $1.50 per case. This
is reflected in Morton’s scales for the Texas, Ohio, Michigan, Kansas-Michigan, Kansas
and Louisiana fields. See Record, 1–2/4319–1. The same practice applied on shipments of
BL into New York territory.

36. Record, 4319–2–1, at 30.
37. Id. at 65. The 1941 scales are more difficult to interpret than those previously existing.

From 1936 until the revisions in 1941, it is clear that BL was priced the same when shipped
in either straight or pool cars. All testimony and invoices of wholesalers that reflected the
situation before 1941 indicate this, as do Morton’s scales and the testimony of its officials.
As written, the 1941 scales indicate that $1.50 would be charged only on orders in straight
cars and those in pool cars would be charged $1.60. This would have reflected a change in
Morton’s policy and Morton’s officials denied that any such change occurred. It is possible
that in 1941 Morton sought to restrict the $1.50 price to straight-car buyers (charging $1.60
to buyers whose orders were in pool cars). If so, the effort failed: BL continued to be priced
at $1.50 for all orders in carloads, whether in straight or pool cars. As discussed in Section 4,
such an outcome would not have been unusual. Past efforts by any of the producers to charge
higher prices on orders in pool vs. straight cars invariably failed. Any wholesaler testimony
and invoices presented by the FTC reflecting the situation after 1941 involved sales made in
Louisiana territory. It is clear beyond doubt that on all sales made there from 1936 until the
conclusion of the case, BL was priced at $l.50 when shipped in pool or straight cars. What
was confusing was that Morton was known to have charged $1.60 on certain purchases of
BL. These were purchases shipped LCL and this came out later in the testimony.

38. Id. at 463.
39. Id. at 126.
40. Record, 1–1/4307–1, at 275–307. See also various of International’s scales contained

in Record, 4320–4–2–10, 11, 12, 13, 14. International invoiced buyers at the delivered
price, the buyer paid the freight, and then deducted the paid freight in its remittance to
International. International discontinued LCL shipments in 1944.
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41. Record, 4319–2–4, at 2758–62.
42. Given the proportion of LCL and CL shipments of BL estimated by Morton for

1939–1940, the average freight falls from 9.5 cents to 9.44 cents if LCL shipments are
excluded.

43. “Official,” “Illinois,” and “Southern” Territories were broad geographic areas within
each of which rail rates were jointly set by the carriers and approved by the ICC. These
territories plus the Western Territory basically covered the United States. The Official,
Illinois and Southern territories covered the areas of primary interest in theMorton and
Internationalcases. Western Territory rates were similarly structured and their inclusion
would presumably lead to results comparable to those presented.

44. See Consolidated Freight Classification No. 14, Ratings, Rules and Regulations,
Effective December 3l, 1940, Consolidated Classification Committee (Chicago, October
23, 1940). Mr. Scott Kennedy, Member, Uniform Classification Committee, was very
helpful to me in converting class-rates to percentages of first-class rates. The commodity
rates on carloads of salt (as percentages of first-class rates) appear to have been in effect
for many years. See Railroad Committee For the Study of Transportation, Subcomm. for
Economic Study, Assoc. of American Railroads, Salt, Group 9, September 5, 1944.

45. A similar calculation can be made for International. International estimated that
its average carload freight costs were 13.9 cents per case of Sterling salt shipped from its
New York evaporating plants. Record, 4307–2–3, at 275. Sterling shipped in carloads was
priced at $1.08 per case (in 100 case lots) yielding on average a net to International of about
95 cents per case. Most of these shipments occurred in Official Territory, in which case
the LCL price would have to rise to about $1.21 per case to yield International the same
average net (assuming the geographic pattern of CL and LCL shipments was the same).
The LCL price had been $1.18 per case prior to 1942 but was raised in 1942 to $1.23.
Record, 4320–4–2–11. International’s estimate of average freight costs covers 1944.

46. The manager of Morton’s Nashville office testified that LCL shipments of BL
represented less than one-tenth of 1% of BL sales made by this office. Record, 4319–2–1,
at 682.

47. Id. at 483.
48. See Commission Ex. 69, Record, 4319–1–1/4319–1.
49. See Commission Ex. 56(a)-(c), Record, 4319–1–1/4319–1.
50. Respondents’ Ex. 17, Record, 4319–1–2/4319–1.
51. Respondents’ Ex. 6, 18–20, Record, 4319–3–8.
52. LCL shipments of blanket items other than BL equaled only $430 per year in

1939–1940, an amount equivalent to about 0.006 % of Morton’s total sales.
53. Brief of Counsel for the Commission at 11, Record, 4319–1.
54. Id. at 58.
55. Id.
56. Id. at 54.
57. Id. at 57.
58. Morton Salt Co., 39 FTC 35, 42–43 (1944).
59. Id. at 44.
60. Morton Salt Co. 40 FTC 388, 344 (1945).
61. Id. at 396.
62. Respondents’ Brief at 2, Morton Salt Co. v. FTC, 162F. 2d 949 (7th Cir. 1947).
63. Id. at 12.
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64. Id. at 26.
65. Id. at 27.
66. Morton Salt Co. v. FTC, 162 F. 2nd 949 (7th Cir. 1947).
67. Id. at 955–57.
68. FTC v. Morton Salt Co., 344 U.S. 37, 47–48 (1948).
69. Id. at 49.
70. Id. at 48.
71. There was a dissent which deals almost entirely with whether the standard of

competitive injury is whether a price difference “may probably” injure competition or
“may possibly” injure competition (which the majority had adopted). What this distinction
would mean in practice is not clear. Under either standard the minority found the CL/LCL
differential legal, because $l.50 was charged to all buyers whose orders moved in carloads.

72. That Morton behaved in this way is supported by statements in future scales that no
discounts of any type exist, that its prices were to apply only on orders moving in carloads
at CL freight rates; and by statements of counsel for the FTC that LCL shipments were dis-
continued subsequent to the order. See Morton scales contained in Record, 4320–3–3–2–4.

73. The published discount applied on salt in packages to a straight-car buyer who
required a single invoice.

74. Virtually all wholesalers met the minimum purchase requirements. A 2 ton order
was less than one-tenth of a carload.

75. International extended the straight car discount on shipments from its plants in
New York to pool car orders of at least 5 tons of miscellaneous salt items or 100 cases of
table salt. On orders under 5 tons/100 cases (down to International’s minimum purchase
requirement of 2 tons or about 75 cases of table salt), the discount, of roughly 5%, was
not granted. In its case against International, the FTC challenged and found illegal the
higher price International charged on orders under 5 tons/100 cases down to the minimum
purchase requirement. I will not discuss this part of the FTC’s proceedings. International’s
sales of table salt in less than 100 case lots accounted for less than 0.5% of its total sales
of table salt where the surcharge applied. For 28 wholesalers who testified for the FTC,
26 always or typically bought in lots of 5 tons/100 cases or more. The two who did not
bought most of their salt from other producers (and secured the discount from them),
but on occasion bought from International, because certain of their customers wanted
International’s salt and were willing to pay higher margins to these wholesalers for it.

76. Record, 4319–2–1, at 269.
77. Letter from Frank J. Venning, President, The Union Salt Co., to Frank Morse,

Secretary, Salt Producers Association, March 19, 1934, contained in Consolidated File.
78. Record, 4319–4–3–2, at 271.
79. I have appended this list asAppendix Dof this study.
80. Record 1–1/4307–1, Commission Exhibit 155B.
81. Record, 4307–4–3–2, at 152. The discount was granted on orders of at least 5 tons

of miscellaneous items of packaged salt or 100 cases of table salt.
82. Record, 1–1/4307–1, Commission Exhibit 158B.
83. Record, 4307–43–2, at 153.
84. Record, 1/4319–4.
85. Record, 4307–2–3, at 2842–43.
86. Record, 4307–2–4, at 3030–31. As noted before, virtually all sales to wholesalers

were in orders over 5 tons/100 cases.
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87. In August 1941, International imposed a minimum order of 2 tons. The unit
surcharge then applied on orders under 5 tons/100 cases down to the 2-ton minimum.

88. The scales reflecting New York pricing are: Diamond Crystal, September 16, 1936
(Record, 4319–4–3–2); Hardy, January 15, 1937 (Record, 4319–4–3–3); Diamond Crystal,
June 15, 1937 (Record l/4319–1); International, September 15, 1936; June 15, 1937;
December 20, 1937; January 15, 1940; April 15, 1942 (Record, 1–1/4307–1); Watkins,
September 15, 1941; May 15, 1943 (Record, 4320–4–2–3); Worcester, September 2, 1941;
March 18, 1942; May 15, 1943 (Record, 4320–4–2–3); International, May 15, 1943; May
15, 1944 (Record, 4320–4–2–3); Morton, August 28, 1941 (Record 1–1/4319–1); Watkins,
September 10, 1946; June 21, 1947 (Record, 4320–3–3–2–5); set of scales and bulletins
of International covering the period 1943–1948 contained in Record, 4320–4–2–10, 11,
12, 13, 14.

89. Record, 4319–4–3–2, at 427.
90. The scales and bulletins reflecting Louisiana pricing are as follows. For the period

1936–1941: Hardy, July 1, 1937 (Record, 4319–4–3–3–3); Carey, July l, 1937 (Record,
4319–4–3–3); Barton, June 25, 1936 (Record, 4319–4–3–3); Diamond Crystal, July l,
1937 (Record, l/4319–4); Morton, June 25, 1936 (Record, 1–1/4319–1); International,
June 25, 1936; July 1, 1937; March 28, 1938; May 20, 1939 (Record, 1–1/4307–1);
Colonial, Nov. 20, 1937 (Record, 4307–4–3–6); Colonial, March 25, 1939 (Record,
4307–4–3–6); Ohio, June 20, 1939 (Record, 4307–4–3–6); Myles, October 27, 1938
(Record, 4307–4–3–6); Diamond Crystal, August 15, 1936 (Record, 4319–4–3–1);
Diamond Crystal, September 15, 1936 (Record, 4319–4–3–2); Diamond Crystal, August
12, 1937 (Record, 4319–4–3–2); Jefferson Island, July l, 1937 (Record, 4319–4–3–3);
International, March 28, 1939 (Record, 4307–4–3–4); Avery, March 28, 1939 (Record,
4307–4–3–4); Avery, June 25, 1936; July 1, 1937; March 28, 1938 (Record, 1–1/4307–1).
For the period after 1941: Morton, August 28, 1941 (Record, 4320–4–2–1); Mulkey,
August 28, 1941 (Record, 4320–2–1); Avery, October 6, 1941; May 15, 1943; May 15,
1944 (Record, 4320–4–2–3); Jefferson Island, July l, 1942 (Record 4320, 4–2–2–2); Avery,
June 15, 1947 (Record, 4307–4–5). International’s scales and bulletins from 1943 to 1948
(and beyond) are contained in Record, 4320–4–2–10, 11, 12, 13, 14.

91. See Avery List No. 3, May 15, 1944 (Record, 4320–4–2–3).
92. See Avery List No. 5, Bulletin of June 15, 1947 (Record, 4320–4–2–10).
93. See International, April 19, 1937 (Record, 4307–4–3–5); Morton, July 1, 1936

(Record, 1–2/4319–1); Morton, June 5, 1938 (Record, 4307–4–3–5); Colonial, February
25, 1938 (Record, 4307–4–3–6); Union, August 11, 1937 (Record, 4307–4–3–6); Diamond
Crystal, July 1, 1936 (Record, 4319–4–3–1); Mulkey, July l, 1936 (Record 4319–4–3–1);
Diamond Crystal, April 19, 1937 (Record, 1/4319–4); Ohio Salt Co., April 19, 1937
(Record, 4319–4–3–2); Colonial, April 19, 1937 (Record, 4319–4–3–2). Stratford of
Morton testified that in Ohio territory net prices applied on pool and straight cars. See
Record, 4319–2–3, at 2280. International’s scale states: “On shipments of evaporated
salt, quote net delivered price in straight carloads and pool car lots. The carload discount
allowed to all buyers of evaporated salt in straight carloads and pool car lots when moving
by rail at the carload rate.” All other scales give similar instructions except those of Ohio
Salt Co. which quote net prices only and do not list unit discounts.

94. See International, February 18, 1938 (Record, 4307–4–3–41); Diamond Crystal,
April 22, 1937 (Record, 4319–4–3–2); Carey, March 22, 1937 (Record, 4319–4–3–3);
Barton, March 22, 1937 (Record, 4319–4–3–3); Barton, February 10, 1938 (Record,
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4319–4–3–6); Morton, February 18, 1938 (Record, 4307–4–3–5); Morton, March 22, 1937
(Record, 1–2/4319–4311).

95. Union, August 18, 1941 (Record, 4320–4–2–1); Ohio Salt Co., August 18, 1941
(Record, 4320–4–2–2); Colonial, August 18, 1941 (Record, 4320–4–2–2); Hardy, August
l, 1941 (Record 4320, 4–2–2).

96. Ruggles and Rademaker Salt Co. and Mulkey Salt Co., Pricing Supplements
for shipments into Ohio, Virginia, West Virginia and Kentucky starpoints, August 28,
1941 and September 26, 1941 (Record, 4320–4–2–1); Morton, Pricing Supplement
for shipments into Ohio, Virginia, West Virginia and Kentucky starpoints, August 28,
1941 (Record, 1–1/4319–1); Diamond Crystal, April 19, 1937 (Record, l/4319–4);
International, Bulletins and Instructions, 1943–1948 (Record, 4320–4–2–10, 11, 12,
13, 14).

97. Bulletin of Ohio Salt Co., November 4, 1942 (Record, 4320–4–2–2); Colonial,
April l, 1942 (4320–4–2–2).

98. Pricing bulletins and instructions, International Salt Company 1943–1948 (Record,
4320–4–2–10, 11, 12, 13, 14).

99. Barton, February 15, 1944 (Record, 4320–2–2–); Barton, June 10, 1946; September
10, 1946, February 17, 1947 (Record, 4320–3–3–2–1); International’s bulletins and
instructions for Avery shipments (Record, 4329–4–2–10, 11, 12,13,14).

100. Texas: International, March 28, 1937 (Record, 4307–4–3–4); Avery, March
28, 1938 (Record, 4307–4–3–4); Morton, July 3, 1936 (Record, 1–1/4319–1); Diamond
Crystal, August 12, 1937 (4319–4–3–2); Carey, June 27, 1937 (4319–4–3–3); International,
Nov. 14, 1938 (Record, 4307–4–3–5); Morton, March 22, 1937 (Record, l–2/4319–1);
Barton, March 22, 1937 (Record, 4319–4–3–3); Morton, August 15, 1941 (Record,
1–1/4319–1). Michigan: Morton, June 27, 1936 (Record, 1–2/4319–1); International, June
7, 1937 (Record, 4307–4–3–4); Diamond Crystal, June 27, 1936 (Record, 4319–4–3–1);
Hardy, June 7, 1937 (Record, 4319–4–3–3); Carey, June 7, 1937 (Record, 4319–4–3–3);
Barton, March 22, 1937 (Record, 4319–4–3–3). Kansas-Michigan: International, Novem-
ber 14, 1938 (Record, 4307–4–3–4); Morton, November 14, 1938 (Record, 4307–4–3–5);
Diamond Crystal, August 12, 1937 (Record, 4319–4–3–2); Carey, March 22, 1937 (Record,
4319–4–3–3); Barton, March 22, 1937 (Record, 4319–4–3–3); Morton, March 22, 1937
(Record, 1–2/4319–1).

101. Answer of Morton Salt Co. at 2, Record, 4319–1 (filed Oct 10, 1940).
102. International, Dec. 2l, 1936 (Record, 4307–4–3–4). Texas territory comprised the

state of Texas.
103. Morton, November 28, 1941 (Record, 1–1/4319–1).
104. Morton, invoices contained in Record 4319–4–3–1 and in Record, 1–1/4319–1.

Diamond Crystal, invoices contained in Record, 4319–4–3–2.
105. International, May 5, 1937; March 15, 1939, State of Indiana (Record,

4307–4–3–4); Hardy, January 7, 1937 (Record, 4319–4–3–3); Carey, January 7, 1937
(Record, 4319–4–3–2); Diamond Crystal, January 7, 1937 (Record, l/4319–4).

106. International, August 6, 1947 (Record, 4320–4–2–10).
107. International, June 29, 1948 (Record, 4320–4–2–11).
108. International, October l, 1948 (Record, 4320–4–2–11).
109. Record, 4319–2–1, at 47.
110. Record, 4319–2–1, at 259. BL was sold net if the order moved in a carload, so

no “carload” discount applied on BL salt. The witness went on to note that “it is not our
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practice” to grant a carload discount on BL. “That is a net price.”Id. See also Record,
4319–2–1, at 127.

111. Brief of Counsel for the Commission at 57, Record, 4319–1.
112. Id.
113. Id. at 10.
114. Id.
115. Id.
116. Record, 4319–2–3, at 1686–1770, 1842–1862.
117. Brief of Counsel for the Commission,supranote 111, at 11.
118. Morton Salt Co., 39 FTC 35, 42 (1944).
119. Id. at 42–43.
120. Morton Salt Co., 40 FTC 388, 395–96 (1945).
121. Brief for Respondent at 10, Morton Salt Co. v. FTC, 162 F.2nd 949 (1947).
122. Id.
123. Id. at 38.
124. Morton, Report of Compliance, filed August 16, 1948 (Record, 4319–3–3).
125. I previously noted that very few wholesalers bought from International in lots of

less than 5 tons/100 cases and that International’s sales to these buyers were less than 0.5%
of its sales of table salt in New York territory.

126. International, Bulletin of November 1947 (Record, 4320–4–2–10).
127. International, Bulletin of June 29, 1948.
128. International, Bulletin of October l, 1948 (Record, 4320–2–11). In June of

1948, International distributed the following bulletin to its New York sales force: “Upon
advice of our legal counsel; based on a recent decision handed down by the Supreme
Court. . . concerning quantity discounts, effective immediately there will be no overage
charged for less than 5 tons or 100 cases. The present 5 ton or 100 case costs will apply
on all sales down to our lowest acceptable minimum order of 2 tons for shipment from
our plants in cars or through our metropolitan warehouses.” (Record, 4320–4–2–11). This
instruction was changed in August 1948: “Effective August 15, 1948 – The minimum
order we will accept for shipment in pool-cars will be 5 tons/100 cases. [Louisiana] as well
as New York. The previous pool-car situation created by the 2-ton minimum has made it
advisable that we establish the new minimum” (Record, 4320–4–2–11).

129. Morton, April 30, 1953 (Record, 4320–3–3–2–4); Avery, August 22, 1948;
August 2l, 1949; July 16, 1950 (Record, 4307–4–5); Hardy, July 29, 195l (Record,
4307–4–5); Avery, July 20, 1953 (Record, 4307–4–5); International, August 22, 1948;
Aug. 2l, 1949; July 15, 1950; July 20, 1953 (Record, 4307–4–5); Hardy, December
l, 1953 (Record, 4320–3–3–2–3); Watkins, 1954 and 1955 (Record, 4320–3–3–2–5);
Barton, 1954 and 1955 (Record, 4320–3–3–2–1); Carey, 1955 (Record, 4320–3–3–2–2).
Hardy’s scale of December l, 1953 indicates that the five ton minimum applied in
all territories except when meeting Kansas competition. (Record, 4320–3–3–2–3).
Barton’s 1954 and 1955 scales for Kansas reflect a minimum order of 50 cases of table
salt.

130. Record, 4307–4–3–2, at 148–9.
131. Record, 4307–2–4, at 3162–72.
132. Record, 4319–2–1, at 293.
133. For example, See Record, 4319–4–3–6, at 1128.
134. Record, 4319–2–3, at 1200.
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135. Letter from O. E. Roberts, Jr., Dep. Administrator, NRA, to Frank Morse,
Secretary, Salt Producers Association, May 3, 1934, contained in Consolidated File.

136. Letter from Frank Morse, Secretary, Salt Producing Industry Code Committee, to
O. E. Roberts, Jr., Dep. Administrator, NRA, May 4, 1934, contained in Consolidated File.
The 10% discount to buyers of $100,000 or more also applied in Kansas-Michigan territory.
A short time later a 10% discount to $100,000 buyers was published for Texas territory. In
all territories, the discount was granted only on table salt packed in cartons and cans for
household or table use. The qualifying volume included purchases of other evaporated salt.

137. Bulletin from John L. Ryon, Sales Manager, International Salt Co., to International’s
sales force, Dec. 7, 1933, contained in Consolidated File.

138. Bulletin from Frank Morse, Secretary, Salt Producing Industry Code Committee,
to all Members, October 21, 1933, contained in Consolidated File.

139. Bulletin from Frank Morse, Secretary, Salt Producing Industry Code Committee,
to All Members, October 23, 1933, contained in Consolidated File.

140. Bulletin from Frank Morse, Secretary, Salt Producing Industry Code Committee,
to All Members, Oct. 30, 1933, contained in Consolidated File.

141. Letter from Walter Ince, Vice President, Colonial Salt Co., to E. W. Dahlberg,
Asst. Dep. Administrator, NRA, Jan. 3, 1934, contained in Consolidated File.

142. Letter from P. Silas Walter, Vice President, International Salt Co., to Frank Morse,
Secretary, Salt Producing Industry Code Committee, September 24, 1934, contained in
Consolidated File.

143. Record, 4307–4–3–2, at 158–9.
144. Letter from M. L. Toulouse, Secretary, National American Wholesale Grocers’

Association, to Frank Morse, Secretary, Salt Producing Industry Code Committee, Oct.
26, 1933, contained in Consolidated File.

145. Minutes of Code Committee Meeting, Dec. 12, 1933, contained in Consolidated
File.

146. Letter from W. F. Ince, Vice-President, Colonial Salt Co., to Frank Morse, Secretary,
Salt Producing Industry Code Committee, Feb. 12, 1934, contained in Consolidated File.

147. Minutes of Code Committee meeting, March 29, 1934, contained in Consolidated
File.

148. This is reflected in correspondence between the Code Committee and the NRA.
Letter from O. E. Roberts, Jr., Dep. Administrator, NRA to Standard Grocery Co., May
1, 1934 (forwarded to the Code Committee), contained in Consolidated File; Letter from
Frank Morse, Secretary, Salt Producing Industry Code Committee, to O. E. Roberts, Jr.,
Dep. Administrator, NRA, May 4, 1934, contained in Consolidated File.

149. Letter from O. E. Roberts, Jr., Dep. Administrator, NRA, to Frank Morse, Secretary,
Salt Producing Industry Code Committee, May 2, 1934, contained in Consolidated File.

150. Minutes of Code Committee meeting, May 9, 1934, contained in Consolidated File.
151. Letter from W. G. Wilcox, Chairman, Committee Supporting the Discount to

Quantity Buyers, to Frank Morse, Secretary, Salt Producers Code Committee, February 7,
1934, contained in Consolidated File.

152. For the one company reporting substantially different results, the difference is
selling expenses is 6 percentage points in favor of “quantity buyers.”

153. Letter from W. G. Wilcox, Chairman, Committee Supporting the Discount to
Quantity Buyers, to Frank Morse, Secretary, Salt Producers Code Committee, February 7,
1934, contained in Consolidated File.
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154. Id.
155. Letter from W. F. Ince, Vice-President, Colonial Salt Co., to E. W. Dahlberg, Asst.

Dep. Administrator, NRA, January 3, 1934, contained in Consolidated File.
156. Id.
157. See Record, 4319–4–3–2, at 295.
158. Letter from Frank J. Venning, President, The Union Salt Co., to Federal Trade

Commission, February 1, 1937, Record, 4319–4–2.
159. Letter from Howard Carey, President, The Carey Salt Co., to E. W. Dahlberg, Asst.

Dep. Administrator, NRA, January 18, 1934, contained in Consolidated File.
160. Record, 4319–4–3–3, at 552.
161. Irwin S. Moise and George B. Haddock,supranote 30, at 104.
162. Respondent’s Ex. 25, Record, 1–3/4307–1. I was unable to find sufficient

information to explain why the prevailing discount in New York territory was less than the
discount elsewhere.

163. See Record, 4319–4–2.
164. See list of materials requested from International Salt Co. contained in Record,

4307–4–2. Most of the information dealing with this does not seem to have been submitted.
165. The discount was to be granted to a buyer of $50,000 or more over the past 12

months and who continued to buy at that rate.
166. This discount was also granted to a buyer of the specified minimum over the past

12 months (except in New York where the calendar year was used) and who continued to
buy at that rate.

167. Record, 4307–2–3, at 2811, 2857–58.
168. Record, 4319–2–1, at 57–58.
169. Except the statement from International to justify the graduated scale in New York

territory.
170. Record, 4307–2–3, at 2737–40.
171. Id. at 2740–41.
172. Respondent’s Ex. 15, Record, 4307–3–9.
173. Record, 4319–4–3–2, at 347.
174. Id. at 345, 346.
175. Respondent’s Ex. 22, Record 4307–3–9.
176. Record, 4319–4–3–2, at 326.
177. Respondent’s Ex. 16, Record, 4307–3–9.
178. Respondent’s Ex. 17, Record 4307–3–9.
179. Record, 4319–4–3–3, at 536.
180. Record, 4319–4–3–2, at 208.
181. Record, 4307–2–4, at 3012–16.
182. Record, 4319–4–3–2, at 348.
183. Respondent’s Ex. 19, Record 4307–3–9.
184. Letter from J. G. Womble, Southern Sales Manager, International Salt Co., to

W. K. Taliaferro, Salesman, International Salt Co., June 3, 1938, Record, 4307–4–3–6,
at 911. Thomas and Howard’s total purchases exceeded $50,000 per year. Its buyer told
International that he could place all orders with one producer so to secure the discount.
Thomas and Howard was then qualified by International and granted the discount by all
producers. I do not believe that Thomas and Howard purchased $50,000 per year from
International or any other individual seller. Record, 4319–4–3–4, at 682.
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185. Letter from W. K. Taliaferro, Salesman, International Salt Co., to John L. Ryon,
Sales Manager, International Salt Co., June 28, 1938, Record 4307–4–3–6, at 912.

186. Record, 4307–4–3–6, at 914.
187. Unsigned letter from Diamond Crystal Salt Co., to J. W. Schmalz, Diamond

Crystal Salt Co., Philadelphia, Jan. 5, 1937, Record, 4319–4–3–2, at 350.
188. Record, 4307–2–3, at 2781.
189. Record, 4319–2–3, at 2264.
190. Record, 4319–2–2, at 1256.
191. Record, 4319–4–3–2, at 207.
192. Id. at 209.
193. Id. at 217.
194. Record, 4319–2–3, at 2374–75.
195. Record, 4319–2–3, at 2298.
196. Record, 4307–2–1, at 743–45.
197. Record, 4307–2–3, at 2742–46.
198. International Salt Co., 49 FTC 138, 154 (1952).
199. Morton Salt Co., 40 FTC 388, 396 (1945).
200. Record, 4307–4–3–2, at 259–62.
201. The description is drawn from sources scattered throughout the Records.
202. Record, 4307–2–4, at 3087.
203. Record, 4319–4–3–2, at 198–204.
204. Record, 4319–2–3, at 2212–14.
205. Record, 4307–4–3–6, at 900.
206. Record, 4307–4–3–6, at 901.
207. The Territorial Statements do not account for merchandising work done by carload

men and so understates merchandise expense.
208. Record, 4307–4–3–6, at 901.
209. District managers were in charge of branch offices and devoted part of their time

to selling. The branch offices also performed work related to order processing.
210. Commission’s Ex. 3, Record, 1–1/4307–1. 1941 is the latest year for which

this information is available. For International’s study and testimony concerning it, see
Respondent’s Ex. 13(a)–13(z)–4, Record, 1–3/4307–1; Record, 4307–2–3, at 2134–67;
Record, 4307–2–4, at 3096–293.

211. Record, 4307–2–4, at 3166–68.
212. I have netted from these figures the additional promotional payments to A&P.
213. Record, 4307–2–4, at 3356.
214. International Salt Co., 49 FTC 138, 154–55 (1952).
215. Letter from R. H. Polack, Secretary-Treasurer, Myles Salt Co., to Otis B. Johnson,

Secretary, FTC, January 20, 1937, Record, 4319–4–2. Diamond Crystal responded as
follows: “As to certain other customers [those who did not purchase $50,000 per year
from Diamond Crystal] who receive the quantity discount from competitors, we quote
prices to meet the competition. We understand that this is permissible under that clause in
the Robinson-Patman Act which permits meeting the equally low price of a competitor.”
Letter from James S. Prescott, Vice-President, General Foods Corp., to Otis B. Johnson,
Secretary, FTC, Jan. 25, 1937, Record, 4319–4–2.

216. Letter from George E. Egger, Vice-President, Jefferson Island Salt. Co., to Otis B.
Johnson, Secretary, FTC, Feb. 9, 1937, Record, 4319–4–2.
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217. Letter from Howard J. Carey, President, The Carey Salt Co., to Otis B. Johnson,
Secretary, FTC, Feb. 2, 1937, Record, 4319–4–2. Ohio Salt Co. noted the following: “We
justify [the discount] on the fact that some of our competitors have published said discount
and we cannot hold our share of the business unless we meet the competitive price.” Letter
from L. F. Fiely, Vice-President, Ohio Salt Co., to FTC, Jan. 25, 1937, Record, 4319–4–2.

218. Letter from W. F. Ince, President, The Colonial Salt Co., FTC., Jan. 29, 1937,
Record, 4319–4–2.

219. Letter from F. J. Venning, President, Union Salt Co., to Otis B. Johnson, Secretary,
FTC, Feb. 1, 1937, Record, 4319–4–2.

220. Id.
221. Id.
222. Record, 4319–3–2, at 341–43.
223. Record, 4319–4–3–2, at 168–177.
224. Commission’s Ex. 18a-k, Record, 1–2/4319–1.
225. Record, 4307–2–1, at 433.
226. Record, 4307–2–3, at 2332.
227. Record, 4307–2–2, at 2068–69.
228. Id. at 1076. The buyer for A&P’s Boston and Providence branches testified that

“we issue an order direct to the office of the International Salt Company. . . We handle
our own purchases.” Record, 4307–2–1, at 853. A&Ps Allentown buyer testified that
he “places orders mostly by sending [them]. . . to the branch office of. . . International.”
Record, 4307–2–2, at 1284. This buyer also noted that “very seldom does a sales rep
actually get an order or make a call just for the purpose of getting an order. . . They don’t
happen very often.” Record, 4307–2–2, at 1302.

229. Id. at 1251.
230. Record, 4307–4–3–1, at 58–59.
231. Record, 4307–2–4, at 3088.
232. Record, 4319–2–1, at 306.
233. Id. at 369, 378.
234. Record, 4319–2–3, at 1999.
235. Record, 4319–2–2, at 1057.
236. Id. at 1314.
237. Record, 4319–4–3–2, at 203–04.
238. Record, 4319–4–3–2,Id. at 207.
239. Id. at 215.
240. Id. at 209.
241. Id. at 283–84.
242. Record, 4319–2–3, at 2270–71.
243. Id. at 2264.
244. Brief of Counsel for the Commission at 58, Record, 4319–1.
245. Id. at 59.
246. Morton Salt Co., 40 FTC 388, 396 (1945).
247. FTC v. Morton Salt Co., 334 U.S. 37, 50 (1948). Concerning Morton’s point that

salt was a small fraction of the typical wholesaler’s or retailer’s sales and that its discounts
would not reduce competition among wholesalers and other resellers, the Court states:

There are many articles in a grocery store that, considered separately, are comparatively small
parts of a merchant’s stock. Congress intended to protect a merchant from competitive injury
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attributable to discriminatory prices on any or all goods. . ., whether the particular goods con-
stituted a major or minor part of his stock. Since a grocery store consists of many comparatively
smaller articles, there is no possible way effectively to protect a grocer from discriminatory
prices except by applying the prohibitions of the Act to each individual article in the store.

Id. at 49. It seems clear that competitive injury was inferred from a price difference among
competing resellers.

248. The discussion of Morton’s study is based on material in Record, 4319–2–3, at
2378–2614; 2690–2741; Record, 4319–2–4, at 2743–2989.

249. Morton does not attempt to cost justify its discount to buyers qualified as $50,000
buyers by other producers and who did not purchase this amount from Morton.

250. I uncovered no evidence about Morton’s discounts on BL before or during the NRA.
Peterkin, Jr. testified that discounts on BL originated in 1927 or 1928 but their character
during the NRA and subsequently up to 1936 is not known. Morton’s largest discount on
BL (of 15 cents, or 10% of list) was comparable to the 10% discount granted during the
NRA to quantity buyers. The revision in 1936 reduced the discount to quantity buyers to
about 5%. Whether Morton’s BL discounts were also changed in 1936 is not known.

251. Record, 4319–2–4, at 2911–12.
252. Record, 4319–2–4,Id. at 2966.
253. Morton Salt Co., 40 FTC 388, 397 (1945).
254. This argument reflects an interpretation of the Act that in part may have led up to

the revision of the discount to quantity buyers in 1936.
255. Or about 5.5% of list net of freight.
256. The figures on total production are from 1937 Minerals Yearbook, p. 1416; 1938

Minerals Yearbook, p. 1271.
257. 1938 Minerals Yearbook, p. 1271.
258. Record, 4319–4–3, at 531.
259. International’s output in 1937 is contained in Record, 4307–4–3–2, at 211. Sales

in 1942 are contained in Report on Review and Extension of Cost Analysis Advanced in
Justification of Prices,Appendix A, Record, 4307–1–2.

260. Record, 4319–3–2, at 294, 299.
261. Record, 4319, 4–3–3, at 541.
262. Id. at 551, 567.
263. Record, 4319–4–3–2, at 313.
264. Id. at 191.
265. If suppliers are competitive, it is hard to conceive of situations in which small buyers

pay higher prices than large buyers (net of cost differences). In the example of a dominant
buyer and a competitive fringe of small buyers, to take an extreme case, the fringe would be
expected to pay no more than the dominant buyer, and this is true even if the dominant buyer
discriminates among its suppliers. With all-or-nothing contracting by the dominant buyer,
if the fringe demand is large enough to buy the output from the supplier offered the lowest
price by the dominant buyer, the fringe would be supplied at a price no higher than what
the dominant buyer pays. If the fringe is so small that the demand of the dominant buyer
from every seller exceeds what the fringe demands at the same price, the fringe may not be
supplied, or supplied only at a price above what the dominant buyer pays (net of cost differ-
ences). If, for example, the fringe offers a higher price than the dominant buyer for any part
of the seller’s output, there is a loss to the seller if it does not supply the fringe. The dominant
buyer’s threat to discontinue purchasing from the seller if it supplies the fringe (or if it
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supplies the fringe except at a price higher than what the dominant buyer pays) could suc-
ceed, since the potential loss from discontinued sales to the dominant buyer may exceed the
gain from the fringe. A Robinson-Patman violation could occur. The description of the situ-
ation suggests that such instances are likely to be rare, and I know of no actual case that fits
the description.

266. For example, a competitive seller who purchases promotional services from his
customers would be expected to allocate his expenditures so that the price paid per unit of
equivalent service would be the same, so customers offering services would be treated on
proportionately equal terms. However, a seller with market power who price discriminates
could do so by charging all customers the same price, and acquiring promotional services
on other than proportionately equal terms.

267. The comparison is rough in that concentration for many 4-digit industries includes
more than one product, and it could be that concentration for these industries does not reflect
concentration for the products that involved orders, or concentration for “relevant antitrust
markets” that include the products that involved orders. I did not examine this issue in detail.

268. Fresh produce was excluded because no four or five-digit industry exists for these
products.

269. The concentration estimate used is that nearest in time to any order.

APPENDIX A

The table salt produced by the 15 companies operating plants outside of California
was derived from the evaporation of brine in vacuum pans. This salt is a fine crystal
of uniform shape. At the time of the cases against Morton and International, about
one-third of the total output (in tons) of vacuum-pan salt was packaged and sold
for household use. The balance was packaged differently and sold for commercial
or industrial uses. The vacuum pans used in the evaporation process were near the
sources of brine. In general, brine was obtained from natural wells or by dissolving
in water salt contained in underground deposits.

Most of the companies that produced vacuum-pan salt also produced rock salt
and “medium” or “grainer” salt. Rock salt was mined and crushed and sold as
such for industrial or commercial use. However, in certain Southeastern states,
a particularly pure form of rock salt mined in Louisiana was finely crushed and
sold for household use. Medium salt was produced through the evaporation of
brine in open pans. The brine sources were the same as those used for vacuum-pan
production. The evaporation of brine in open pans results in salt crystals that are
flake-like in character. This salt was packaged and sold primarily for commercial
or industrial use.

In addition to the firms that produced vacuum-pan salt (most of these firms also
produced rock and medium salt), there were other firms that produced only rock
or medium salt. From all accounts, these firms were very small, although their
combined production is not known. There were, for example, at least nine small
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producers of medium salt. Of these, five were in West Virginia and Ohio, near the
Ohio River, two were in Michigan, and one each was in Kansas and Texas. It was
possible to identify six producers of rock salt only – two in Kansas and one each in
New York, Texas, Utah and Nevada. Of these, only Cayuga Salt Co. in New York
and Independent Salt Co. in Kansas (which was jointly owned by Swift and Armour
and supplied salt for meat packing) could be described as other than very small.

The output of medium and rock salt by the small producers probably influenced
the price and output of vacuum-pan salt. However, the supply of rock and medium
salt by the small producers does not mean that the output of vacuum-pan salt was
competitive when the FTC’s cases were brought. Consequently, price discrimina-
tion could have existed in the pricing of table salt.

About 40–45% of salt output (in tons) was contained in brine produced and
used as such. This brine was produced by chemical companies for use in other of
their production processes. The output of salt in brine would influence the output
of dry salt, but again this does not necessarily mean that dry salt was supplied
competitively for all uses. I have not examined substitution between brine and dry
salt. In this study, the focus is on the major producers of dry salt and whether the
evidence suggests that price discrimination or cost differences is the more likely
explanation of their discounts on table salt.

APPENDIX B

The producers in New York were assigned the following territory: New York, New
Jersey, Delaware, Maryland, the New England States, the District of Columbia,
parts of Pennsylvania extending West to about Pittsburgh and two counties in
Virginia.

The producers in Ohio were assigned the remainder of Pennsylvania, Ohio,
Virginia (except the two counties assigned to New York), parts of Kentucky and
West Virginia. Two small producers of medium salt in West Virginia were assigned
no specific territory but were included in Ohio territory.

The producers in Michigan were assigned Michigan, Illinois, Wisconsin, parts
of North Dakota and Indiana except for two destination points (New Albany and
Jeffersonville).

The producers in Kansas were assigned Kansas, South Missouri, Nebraska,
Wyoming, New Mexico and parts of Colorado. The producers in Texas were as-
signed the state of Texas. The producers in Utah were assigned Utah, Montana,
and parts each of Idaho, Wyoming, Nevada and Colorado.

The producers in Louisiana were assigned Louisiana, Mississippi, Alabama,
Georgia, Florida, North and South Carolina, Tennessee, parts of Kentucky, the



The Morton and International Salt Cases 263

two destination points in Indiana, and that part of Arkansas not assigned to
Oklahoma.

California territory included Arizona, Washington, Oregon, California and parts
each of Nevada and Idaho. The California producers were under the jurisdiction
of the Code Committee, but trade complaints and local rulings were handled by a
subcommittee composed entirely of California producers.

There was also what was known as Kansas-Michigan territory. No salt was pro-
duced within this area and the determination of prices and other terms of sale were
decided jointly by the Kansas and Michigan producers. The territory included Iowa,
South Dakota, parts of North Dakota, Minnesota and North Missouri. Shipments
into the Kansas-Michigan territory were made primarily by Kansas and Michigan
producers and freight costs to much of the territory from either producing state
generally did not diverge substantially. Any shipments into Kansas-Michigan ter-
ritory by the producers in states other than Kansas or Michigan were required to
conform exactly to the prices and other terms of sale jointly established by the
Kansas and Michigan producers.

APPENDIX C

The production of evaporated salt in Louisiana in 1936 or 1937 is not known. The
Bureau of Mines256 did not report Louisiana production separately, but combined
it with production in New Mexico, Oklahoma and Utah. There is no evidence
that vacuum-pan salt was produced in New Mexico in 1936 or 1937. In these
years, some medium salt was produced in New Mexico, but I suspect in very small
quantities. In Oklahoma, Texaco Salt Products Co. was the main producer, and
it discontinued production in 1936. There is no evidence that its facilities were
used to produce salt in 1936 or 1937. Probably very little evaporated salt was
produced in Oklahoma in 1937. Production in Utah, which contained one of Mor-
ton’s plants, is not known for 1936 or 1937. Louisiana production plus that in
Utah, New Mexico and Oklahoma was 133,936 tons in 1937.257 Jefferson Island
reported production in Louisiana of 53,823 tons in 1936, or 40% of the above
total.258 In 1937, its share of Louisiana production alone would probably have
been well above 40%. The production in Louisiana of Myles and International is
not known. International’s production in New York and Louisiana combined was
186,296 tons in 1937. International’s production then equaled about 27% of the
combined production in New York and Louisiana (the latter including production in
New Mexico, Utah and Oklahoma). Of International’s net sales of evaporated salt
in 1942, 13% was derived from its production in Louisiana.259 If this proportion
also held in 1937, then International would have secured about 13% of Louisiana
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production (including production in New Mexico, Utah and Oklahoma). Presum-
ably, International produced more than 13% of Louisiana’s production alone.

The Bureau of Mines reported Utah production in 1938. In that year, production
in Utah equaled 42.5% of the combined production in Utah and Louisiana (the
latter including production in New Mexico, Oklahoma and also Colorado, which
was added to the Louisiana figures in 1938). I believe that production in Colorado
was relatively very small. If production in Utah as a percentage of production
in Utah plus Louisiana (including the production in New Mexico, Oklahoma
and Colorado) in 1938 also held in 1937, then Jefferson Island would have
produced about 70% of Louisiana production alone, and International about
30%. Myles, which was always reported to be a very small producer, would have
produced a tiny share (it would be larger if International’s output in Louisiana
relative to New York was less in 1937 than in 1942). Production in Louisiana
was probably dominated by Jefferson Island and International. Louisiana pro-
duction in 1938 (excluding Utah) was approximately 3.7% of U.S. production.
Consequently, Jefferson Island produced about 2.6% of U.S. output, Myles a
tiny share, and International (combining its New York and Louisiana production)
about 8.5%.

In New York, no information exists on the production of Watkins Salt Co. or
Worcester Salt Co. In 1937, International’s production in New York, assuming that
13% of its total output occurred in Louisiana, would have equaled about 43.5%
of New York production. The balance would have been produced by Watkins and
Worcester. Watkins and Worcester each operated one plant and International oper-
ated two plants in New York. The combined production of Watkins and Worcester
in 1937 probably equaled about 56.5% of New York production and 9.6% of U.S.
production.

In Ohio, Colonial Salt Co. produced about 100,000 tons and Ohio Salt Co. about
190,000 tons in 1936.260 Total production in Ohio in 1936 was 414,046 tons, so
Colonial secured about 24.2%, and Ohio Salt Co. 45.9%, of Ohio production. The
balance (of 29.9%) was produced by Union Salt Co., and by a few small producers
of medium-salt only. Production in Ohio equaled 19.1% of U.S. production in
1936, so the three major producers in Ohio secured, respectively, about 4.6, 8.8,
and something less than 5.7% of U.S. production in that year.

In Michigan, the major producers were Morton and Diamond Crystal. Hardy,
which also produced in Michigan, produced about 50,000 tons in 1936,261 or
6.8% of Michigan output. Except for relatively small quantities of medium salt
produced by a few small firms, the balance of Michigan production was secured
by Morton and Diamond Crystal. Neither firm’s production in Michigan is known.
Total production in Michigan in 1936 equaled 41% of U.S. production, so Hardy
secured about 2.7% of U.S. output.
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In Kansas, Carey Salt Co. produced about 65,000 tons in 1936, or 26% of Kansas
production in that year. Barton Salt Co. produced 42,398 tons in 1936, or 17% of
Kansas production.262 The balance (of 57%) was produced by Morton, Diamond
Crystal and American Salt Co. Kansas production in 1936 equaled 11.4% of U.S.
production, so Carey produced 3.0%, and Barton, l.9%, of U.S. production. If
production in Kansas and Michigan is combined, then Hardy’s production equaled
about 4.6% of this total, and Barton’s and Carey’s about 3.9 and 6.0%, respectively.
Diamond Crystal’s production (which occurred in Kansas and Michigan) equaled
16.3% of the Kansas-Michigan total.263 Morton and American would then have
secured about 68.8% of the Kansas-Michigan total.

Morton’s total production (including California) in 1936 was 574,763 tons, or
22.7% of U.S. production.264 Morton’s production in California is not known. If
Morton’s output per plant was the same, then its production in 1936 would have
equaled 22.1% of U.S. production (excluding California).

APPENDIX D

SeeTable 7.

Table 7. Morton Salt Company, Chicago, Illinois, Unit Discounts.

Pack Unit Discount

Granulated
280# Bbl. 0.10
200# Sack 0.0612
100# Sack 0.0312
50# Sack 0.0214
25# Sack 0.0114

Medium
280# Bbl. 0.10
280# Sack 0.0612
100# Sack 0.0312
50# Sack 0.0212
25# Sack 0.0114

Packers
200# Sack 0.0612
140# Sack 0.05
100# Sack 0.0312
50# Sack 0.0214

Table
280# Bbl. 0.15
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Table 7. (Continued)

Pack Unit Discount

100# Sack 0.04
50# Sack 0.03
25# Sack 0.02
28/10 Bbl. 0.20
60/5 Bbl. 0.20
70/4 Bbl. 0.20
100/3 Bbl. 0.20
140/2 Bbl. 0.20
200/1 1

2 Bbl. 0.20
14/10 Bale 0.10
30/5 Bale 0.10
35/4 Bale 0.10
50/3 Bale 0.10
70/2 Bale 0.10
100/1 1

2 Bale 0.10
6/10 Cont. 0.04
12/5 Cont. 0.04
15/4 Cont. 0.04
20/3 Cont. 0.04
30/2 Cont. 0.04
40/1 1

2 0.04

Cooking
18/3 Cont. 0.071

2

Private brands or unadvertised round
32/26 oz.Cont. 0.0712
24/2# oz.Cont. 0.05

Square table
36/24oz. Pl. or Lod. 0.05
24/2#. Pl. or Lod. 0.04
18.3# 0.04 1

2
36/24 oz. spout 0.05
18.3# 0.04 1

2
36/24 oz. spout 0.05
50# Rock 0.02

Stock bricks
15/4# 0.05

Ice cream
15/4# Cont. Sq 0.05
12/5# 0.05
20/10# Bales 0.10
10/10# Bales 0.05
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Table 7. (Continued)

Pack Unit Discount

40/5# Bales 0.10
20/5# Bales 0.05
12/5# Cont. Pkts. 0.05

Note: Unit Discount, Bulletin No. 900, Effective December 1, 1935.
Our present method of figuring discounts on a percentage basis, either on the Works Net or on
the delivered price, has brought forth many misunderstandings as to the proper amount to be
allowed. In order to simplify and make a uniform discount, we will establish what is known as a
“Unit Discount,” which is a specified amount per package. The amount of this “Unit Discount”
will be approximately the same as a 5% discount and will be as outlined on Page “2.” It is
understood that this Unit Discount is to be used only as instructed.

APPENDIX E

The Approach as Revealed in Morton

The Supreme Court’s opinion inMorton became an important precedent for
future FTC price discrimination cases. If the Court’sMorton opinion is taken as
verification of the FTC’s approach, what emerges is roughly the following. Any
systematic price difference charged by a seller to buyers who compete as resellers
could be found to harm competition, and therefore illegal unless the defenses hold.
Following Morton, meeting competition would provide little or no defense for
systematic price differences adopted as an industry practice, or by an individual
seller, so cost justification seems the main defense. However, an effort by the seller
to cost justify could be rejected if error or incompleteness is found. Error or in-
completeness almost certainly could be found in any attempt to cost justify. When
combined with an absence of analysis to determine whether price discrimination
is a plausible explanation of the industry’s or seller’s pricing (as distinct from
cost-based price differences), it is not be possible to infer, from a description of the
FTC’s approach, whether the FTC’s aim has been to deter price discrimination, or
to deter price differences that bear little or no relation to price discrimination. Over
the years, most of the FTC’s Robinson-Patman cases have been settled by consent
orders or voluntary agreements to comply (hereafter orders). In general, the
complaints and orders in these cases contain little information beyond the firm and
product(s) involved, and what the orders banned. In what follows, information on
concentration for the industries in which the FTC has entered orders is presented,
the aim being to assess whether price discrimination or price differences has likely
been the FTC’s focus.
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I previously indicated that competitive sellers have neither the ability nor
incentive to price discriminate, so systematic price differences charged by
competitive sellers would be cost based. This need not be true if competitive
sellers face a dominant buyer (or group of buyers acting jointly) that enters
all-or-nothing contracts with the sellers.265 Sellers that are not competitive could
price discriminate, based on differences in buyers’ demand elasticities, or because
large buyers, using threats to divert substantial business volumes or by using other
buying strategies not available to small buyers, are able systematically to secure
prices from the seller below those paid by small buyers and that are not related to
cost differences.
Morton involved Section 2(a) of the Act, which prevents the seller from illegally

discriminating in price between buyers who compete as resellers. Other sections
of the Act prevent “related” discriminations. Section 2(c) prevents the seller from
paying brokerage to a buyer except for services rendered by the buyer to the seller.
Such payments would be expected to be based on services rendered if sellers are
competitive, but need not be if a dominant buyer entered all-or-nothing contracts
with the sellers, or if the sellers are themselves not competitive and use brokerage
payments as a means to price discriminate. The two “service” provisions of the
Act, Sections 2(d) and 2(e), which cover respectively promotional services or
facilities purchased by the seller from his customers, or provided by the seller to his
customers, require the seller to treat customers who compete as resellers on pro-
portionately equal terms. This result would be expected if sellers are competitive,
but not necessarily if the sellers face a dominant buyer that entered all-or-nothing
contracts, or if sellers are not competitive and use services or facilities as a means
to discriminate in favor of large buyers.266 Section 2(f) prohibits a buyer from ac-
cepting prices known to discriminate in its favor. Again, this could occur if sellers
are not competitive, or if a dominant buyer entered all or nothing contracts with
competitive sellers.

The Industries in Which Orders Have Been Entered, 1936–1980

From the Act’s passage through 1980, the FTC entered, by my count, 611 orders
resolving charges raised under Sections 2(a), 2(d) and 2(e) of the Act. Were these
orders entered in industries in which the sellers were likely to be competitive
and discrimination was unlikely (assuming no dominant buyer or group of buyers
existed)? To examine this, I obtained for each order the product or products
that were involved and (when possible) assigned each such product to a 4-digit
(in some instances 5-digit) SIC industry. I then obtained for each industry the
Census estimate of 4-firm concentration, providing that concentration is reported
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within three years of the entry of any order. Many industries as so identified
involved more than one order. In these instances, the concentration ratios for
each industry were averaged (if concentration is reported within three years of
more than one order). Thus, for each industry, one concentration observation was
obtained regardless of the number of orders entered in that industry. My aim was
to discover in rough terms the likelihood of competition (measured by industry
concentration) in the industries in which at least one order was entered (Table 8).

As so derived, orders were entered in l14 industries. For these industries, 4-firm
concentration averages 39.9%. Column (b) ofTable 8lists the percentage of the 114
industries that fall within each of several different ranges of industry concentration.
Column (c) is similar to (b) except that the number of industries was reduced from
l14 to 101 to account for a problem posed primarily by orders in the apparel and
furniture “industries.” The complaints or orders in these cases frequently specify
“furniture” or “wearing apparel,” and these could not be assigned to any one four
(or 5)-digit industry, which identify more narrowly defined products. In deriving
Column (b), I assumed that of all the orders against suppliers of wearing apparel,
at least one order involved a product falling within each of eight different 4-digit
industries that contained most of the products that involve wearing apparel. Given
the number of orders (316) involving wearing apparel, assigning at least one order
to each of these eight 4-digit industries seems reasonable. In contrast, in deriving
Column (c), I assigned all apparel orders to one “industry.” The concentration
ratio for this “industry” is the weighted average concentration for the eight 4-
digit industries in 1963 (which is near in time to when many apparel orders were

Table 8. Concentration Distributions
of Industries Involving at Least One Order and of All 4-Digit Industries.

Concentration (a), (d) & (a), (d) & (e) (a), (c), (d), (e) & (a), (c), (d), (e) & All 4 Digit
Ratio (e) Orders Orders (f) Orders (f) Orders Industries

(Adjusted) (Adjusted)
(a) (b) (c) (d) (e) (f)

0–19 23.7 17.8 24.4 19.5 21.7
20–39 30.7 33.7 30.5 32.1 37.8
40–59 25.4 25.7 26.0 27.1 24.1
60–79 13.2 13.9 12.2 12.7 11.1
80–100 7.0 7.9 6.9 7.6 5.6
Mean 39.9 42.1 39.3 41.2 38.8
Number 114 101 131 118 387

Source:Orders obtained from 23 FTC (1936) through 96 FTC (1980). Concentration ratios obtained
from U.S. Census Manufactures, Subject Statistics (1977),Table 7, at 2(11) – 9(65); Table 9,
at 9(123) – 9(267).
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entered). The orders involving furniture were handled similarly, although there are
far fewer furniture (7) than apparel orders. Thus, in constructing Column (b), the
furniture cases were assigned to five 4-digit industries, and for Column (c), these
orders were combined into one “industry” observation. The concentration ratio
used for the latter industry is the weighted average for the five 4-digit industries in
1963 and 1972. These years are near in time to when most furniture orders were
entered. Similar consolidations were made in deriving Column (c) for two other
product groups – sugar, and rugs and carpets.

The 114 industries in Column (b) probably cover about 78% of all industries
in which orders were entered. Certain industries were excluded because the or-
ders identified products that I was unable to assign to any four or 5-digit industry.
Products that could not be assigned to industries include such items as a particular
type of saving account, a product used in making homemade ice cream, an un-
defined numbering machine, magnesium dock boards, fresh produce, unspecified
non-edible grocery products, tables used in the offset printing trade, lithographic
logs, unspecified dietetic foods, balsa wood, electric broiler rotisseries, and cer-
tain chemicals used in the graphic arts. Nineteen industries were excluded because
concentration estimates were not available within three years of any order.

The concentration distribution for the industries in which at least one order was
entered (Columns (b) and (c)) is compared with the concentration distribution
for all 4-digit industries. The latter is given (for 1963 only) in Column (f) of
Table 8. The comparison is influenced by the fact that most of the concentration
ratios used in Columns (b) and (c) are within three years of any order and many
orders were entered well before or after 1963. On the whole however, changes over
time in the concentration distribution for all 4-digit industries are relatively small.
Average concentration has changed very little over time: concentration for all 4-
digit industries for 1958 averages 39.6% compared with 38.8% reported for 1963.
For the same 4-digit industries in both years, concentration averages 39.6% in
1958 and 40.5% in 1963. In 1947, concentration for all reported 4-digit industries
averaged 40.8%; and in 1970, 39.9%. For the same industries in both of these
years, the averages are 40.6% in 1947 and 42.7% in 1970. The years between
1947 and 1970 contain the bulk of all orders. Concentration in 1963 for the l14
order industries averages 39.5% and is almost the same as the average (39.9%)
reported for these industries inTable 8when the concentration estimate is within
three years of any order.

I assume without detailed study that industry concentration as just discussed
reflects the strength of competition for the products involving orders. There are a
number of reasons why this association may not hold, or at least not closely. For
example, the concentration figures inTable 8are on a national basis and some of
the products involving orders may have been distributed within relatively narrow
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geographic areas. For these products, concentration on a national level may be
misleading. However, except for certain bakery and dairy products, it does not
appear that the orders involved products that were distributed within relatively
narrow geographic areas. The 4- and 5-digit industries for which concentration is
reported also may not closely reflect relevant products for assessing competition,
either because demand substitution or supply responses for the products involving
orders are not captured in the concentration measures, or certain products involv-
ing orders are highly differentiated, and competition is not closely reflected in the
measures of industry concentration. Even if seller concentration is low, a domi-
nant buyer (or group) might secure prices that discriminate in its favor. Finally,
an industry that is moderately concentrated could contain a dominant seller that
discriminates among buyers, assuming the small sellers follow the same pricing
pattern.

The figures in Columns (b) and (c) indicate that about 80% of the industries
subject to at least one order were concentrated under 60%. Over 50% were con-
centrated under 40%. In 1963, about 84% of all 4-digit industries were concentrated
under 60%; and about 60% were concentrated under 40%. Overall, the concen-
tration distribution for the industries in which orders were entered (using either
Column (b) or (c)) is similar to the concentration distribution for all 4-digit indus-
tries, suggesting that enforcement of the Act has not focused on products in highly
concentrated industries. If the concern was price discrimination, orders would be
expected primarily in highly concentrated industries, where the likelihood of sys-
tematic price discrimination is greatest. If concentration of (say) at least 60% (and
probably a good deal more) is required for systematic price discrimination to exist
and/or to persist, then only about 20% of the industries in which orders were en-
tered were concentrated to this extent. In 1963, 16% of all 4-digit industries were
this concentrated.267

The picture does not change if Sections 2(c) and 2(f) orders are considered. Sec-
tion 2(c) prohibits possible price discrimination accomplished by a seller making
brokerage payments to a buyer. The orders in these cases suggest that the proviso
“except for services rendered by the buyer to the seller” has been given little or
no weight, so, for example, evidence that the seller’s net on sales made to buy-
ers granted brokerage was the same as on sales to buyers not granted brokerage
provides no defense to charges under this section. This suggests that the FTC’s en-
forcement was aimed at something other than price discrimination. A Section 2(c)
case can be brought against a buyer or seller. Section 2(f) prohibits a buyer from
knowingly accepting a price that discriminates in its favor (when compared with
the seller’s price to the buyer’s competitors). These orders are against buyers only.
Section 2(f) orders are relatively rare: of all 2(c) and 2(f) orders entered through
1980 (by my count 344 orders), about 6% are 2(f) orders.
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Of all 2(c) and 2(f) orders, a large proportion involves food items or other prod-
ucts distributed in significant part through grocery stores: roughly 83% of all 2(c)
and 2(f) orders can be so described. Of these orders, a substantial proportion in-
volve three product groups: canned fruits and vegetables, canned seafood (salmon,
sardines, tuna, mackerel), and fresh produce. About 35% of all 2(c) and 2(f) orders
involve brokerage paid to buyers (or received by buyers) on fresh produce, primar-
ily citrus from Florida and Texas. Judging from the number of produce orders and
from the general nature of these markets, it would be hard to describe the sellers
as other than competitive at the level of distribution involved. I am aware of no
evidence of buyer dominance or of all-or-nothing contracting in fresh produce.

Canned fruits and vegetables are involved in about 9% of all 2(c) and 2(f) orders.
Most of these orders resolved charges under Section 2(c) and were entered in the
1940s. Concentration is not reported around that time. The Census reports 4-digit
concentration for canned fruits and vegetables of 24% in 1963 – and the industry
then contained l135 companies. It is hard to imagine that most canned fruits and
vegetables were not competitively supplied when orders were entered. Again, I am
aware of no evidence of buyer dominance or all-or-nothing contracting in canned
fruits and vegetables.

About 22% of all 2(c) and 2(f) orders involve canned seafood. Most of these
were entered in the 1940’s and 1950’s and resolved Section 2(c) charges. The
Census reports 4-digit concentration for this industry only as far back as 1963.
Concentration then was 38%. The Census reports 345 companies for that year.
The figures again suggest competitive conditions for suppliers.

In total, the three product groups noted above represent about 66% of all 2(c) and
2(f) orders. Most of the orders in these product groups were against relatively small
suppliers. If price discrimination existed, it is doubtful thatthesesellers (absent all-
or-nothing contracting by a dominant buyer) would supply other than “high-priced”
segments of the market, suggesting that the price differences were cost based. There
is no evidence in these cases that sellers’ net prices systematically differed on sales
among competing buyers. In general, the cases typically involved lower prices
charged to buyers on sales to whom the seller avoided using brokers compared
with the higher prices paid by buyers on sales to whom the sellers paid brokers.

Do the 2(c) and 2(f) orders entered against buyers involve products that were
unlikely to be competitively supplied to them? Some of the orders against buyers
involved products described so generally that it was not possible to assign them to
any 4-digit industry. This group includes an order against a buyer of unidentified
products sold through hardware stores, five orders against buyers of unidentified
products sold through department stores, and 37 orders against buyers of unspeci-
fied grocery products. There are also 22 orders against jobbers or other distributors
of automotive replacement parts and supplies. Whether buyers in these cases were
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dominant could not be determined, although it seems unlikely. Since the products
in these orders were not sufficiently defined to assign them to any 4-digit industry,
it was not possible to assess whether the FTC’s concerns involved likely price
discrimination by the sellers.

Does consideration of the industries in which the FTC obtained at least one order
under Sections 2(c) and 2(f) alter the concentration distributions reported above
for the industries in which at least one order was entered under Sections 2(a), 2(d)
and 2(e)? To answer this, the products involved in the 2(c) and 2(f) orders were
identified and when possible assigned to 4-digit (in some cases 5-digit) industries.
For each such industry, 4-firm concentration was obtained as before.268 Of these
industries, 17 were not among the industries previously identified as having at least
one order under Sections 2(a), 2(d) and 2(e). These 17 industries were added to
those previously identified, and the concentration distributions for all industries in
which orders were entered are restated in Columns (d) and (e) ofTable 8. Column
(d) is comparable to (b) and Column (e) to Column (c) in their treatment of apparel,
furniture, etc. as previously discussed. The addition of the 17 industries changes
overall results only slightly.

In total, the products identified in all 2(c) and 2(f) orders could be assigned to 46
industries. Obviously, there is substantial overlap between the industries with at
least one order under Sections 2(a), 2(d) and 2(e) and those with at least one order
under Sections 2(c) and 2(f). For 34 of the 46 industries, concentration estimates
within three years of any order were available. The concentration distribution
for these 34 industries is given in Column (b) ofTable 9. Column (c) gives the

Table 9. Concentration Distribution of Industries Involving at Least One
Section (c) or (f) Order and of All 4-Digit Industries.

Percent of Industries

Concentration Ratio (c) (f) Orders All 4-Digit Industries
(a) (b) (c)

0–19 23.5 21.7
20–39 35.3 37.8
40–59 23.5 24.1
60–79 14.7 11.1
80–100 2.9 5.3

Mean 36.0 38.8
Number of observations 34 378

Source:Orders obtained from 23 FTC (1936) through 96 FTC (1980). Concentration ratios obtained
from U.S. Census of Manufacturers, Subject Statistics (1977), Table 7, at 9(12)–9(65); Table 9,
at 9(123)–9(267).
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concentration distribution for all 4-digit industries in 1963. The two distributions
are again very similar. Eighty-two percent of the industries having at least one
2(c) or 2(f) order were concentrated under 60%. Eighty-four percent of all 4-digit
industries were concentrated under 60%. The figures again suggest that the bulk of
the industries having at least one order involved products likely to be competitively
supplied, so far as this can be judged by industry concentration.

The Number of Orders

Consideration is next given to the number of orders.Table 10lists the percentage
of orders falling within each industry concentration-classification. Column (b)
lists the percentages for (a), (d) and (e) orders for the 101 industries previously
identified. Column (c) lists the percentages after adding the (c) and (f) orders for the
17 additional industries. Column (d) is the same as Column (c) except that orders
involving canned fish have been added. These orders were previously excluded
from the list of industries having at least one order because concentration within
three years from the date of any order was not available.269 Canned fish has been
added simply because a substantial number of orders are involved.

Each such order was assumed to be against a firm in an industry with concen-
tration equal to the weighted average for the eight 4-digit apparel industries. The
total number of orders assigned to the apparel industries equals the number of such
orders. This likely understates the effect of such orders, because the firms involved

Table 10. Concentration Distribution of Orders and of All Companies in
4-Digit Industries.

Percent of Orders

Concentration (a), (d) (a)–(f) (a)–(f) Including (a), (d) & (e) Percent of Companies
Ratio & (e) (a)–(f) Canned Fish Apparel Weighted 4-Digit Industries
(a) (b) (c) (d) (e) (f)

0–19 54.5 50.8 46.4 88.7 75.5
20–39 26.2 27.2 33.5 6.5 12.6
40–59 10.4 10.4 9.5 2.6 9.2
60–79 6.6 9.5 8.7 1.6 2.3
80–100 2.2 2.1 1.9 0.5 0.4

Total number 725 809 885 2937

Source:Orders obtained from 23 FTC l (1936) through 96 FTC (1980). Concentration ratios obtained
from U.S. Census of Manufacturers, Subject Statistics (1977), Table 7, at 9(12)–9(65); Table 9,
at 9(123)–9(267).
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seemed typically to produce in more than one 4-digit apparel industry. Furniture
and the few other products in which the same problem arose are treated similarly
in Columns (b), (c) and (d) ofTable 10.

At the other extreme, if each apparel firm produced products in each of the eight
4-digit apparel industries, then each “apparel” order would correspond in practical
effect to orders involving products in each of the eight apparel industries. In Column
(e) ofTable 10, the percentages listed in Column (b) are restated after multiplying
the number of apparel orders by eight. This procedure could overstate the effect
of such orders. Such weighting was not done for the other orders (furniture, etc.)
giving rise to a similar problem. Column (f) lists the concentration distribution for
the total number of companies in all 4-digit industries in 1963.

Column (c) indicates that about 88% of the Section 2(a)–(f) orders were in
industries in which concentration was under 60%. The percentage rises slightly,
to about 91, if only Section 2(a), 2(d) and 2(e) orders are considered (Column b).
The percentage of orders in industries in which concentration was under 60% rises
to about 90 with the inclusion of canned fish (Column d). With greater weight
assigned to each apparel order (each apparel order is counted as eight separate
orders), the percentage of orders in industries concentrated under 60% rises to 98.
In 1963, the percentage of companies in all 4-digit industries concentrated under
60% was 97.3. Between 75 and 95% of the orders were against companies in
industries concentrated under 40%. About 88% of all companies were in industries
concentrated under 40%. On the whole, the great bulk of orders were in industries
in which price discrimination seems unlikely.

Following Morton, the FTC’s approach appears to have focused on deterring
price differences rather than price discrimination. If the aim was to deter price
discrimination, the approach seems to have been to deter price differences because
some of them might be discriminatory. That instances of systematic price discrim-
ination are so hard to identify, and that price discrimination is so prevalent, as to
support general deterrence of price differences have not, to my knowledge, been
shown or argued by those supporting past enforcement of the Act.



INJUNCTIVE RELIEF IN SHERMAN
ACT MONOPOLIZATION CASES
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ABSTRACT

While the popular image of the Sherman Act is that of a “trust-busting”
statute, conduct remedies have been more common than structural relief.
This paper evaluates the effect on economic welfare of conduct remedies
that have resulted from ten prominent Sherman Act monopolization cases.
In general, we find that in some cases the behavioral relief has had no
consequence other than the cost of litigation and cost of compliance; in other
cases, the remedies probably reduced consumer welfare. Cases studied are
United Shoe Machinery, AT&T, Std. Oil of California, IBM, United Fruit,
Kodak, Safeway, GM, Jerrold,andBlue Chip Stamp.

1. INTRODUCTION

In antitrust’s division of labor, lawyers care a great deal about who wins and
who loses cases and why. Economists are not disinterested in these matters, but
they care as much if not more about what happensafter an antitrust case has
been decided or settled. Economists ask: what are the benefits and costs of the
antitrust remedy?

The primary objective of any antitrust remedy is to halt the defendant’s
anticompetitive behavior so consumers can enjoy the benefits of competition. The
bottom line of any assessment of the effects of an antitrust remedy should be its

Antitrust Law and Economics
Research in Law and Economics, Volume 21, 277–344
Copyright © 2004 by Elsevier Ltd.
All rights of reproduction in any form reserved
ISSN: 0193-5895/doi:10.1016/S0193-5895(04)21005-3

277



278 ROBERT W. CRANDALL AND KENNETH G. ELZINGA

effect on consumer welfare.1 In the entire corpus of antitrust scholarship, only a
small portion has been concerned with the “back end” of antitrust enforcement.2

Some of this attention has been devoted to structural relief.Elzinga (1969)offered
the first economic assessment of divestiture under the amended antimerger law.3

This assessment was updated by a study from theFederal Trade Commission
(1999).4 More recently,Crandall (2001)presented a critical empirical assessment
of Sherman Act structural remedies.

While the popular image of the Sherman Act is that of a “trust-busting” statute,
conduct remedies have been more common than structural remedies. This paper
evaluates the effect on economic welfare ofconductremedies that have resulted
from a sample of Sherman Act monopolization cases.

2. GOVERNMENT VICTORIES IN
MONOPOLIZATION CASES

In more than 100 years of enforcing the Sherman Act, the U.S. Department of
Justice (DOJ) has succeeded in monopolization cases on 426 occasions, either by
obtaining a court verdict against the defendant(s) or a negotiated consent decree.
In a few cases, structural relief-such as divestiture-has been the result. In most,
however, the government has obtained injunctive relief, requiring various changes
in the defendants’ conduct. In many cases, these remedies involve the prohibition
of price fixing or market division, but others involve an attempt by the government
to alter the defendant’s conduct, presumably to eliminate anticompetitive conduct
and to allow the market to evolve towards a more competitive structure.

Of the 423 monopolization cases that the government has either won or entered
into a consent decree with the defendant(s) and for which documentation could
be found,5 87 were criminal cases and 336 were civil cases. All 87 criminal
cases resulted in fines. Of the remedies that resulted from the 336 civil cases, 172
were injunctive or conduct remedies (51.2%), 69 required compulsory licensing
(20.5%), and 95 were structural remedies (28.3%).6 Our research universe in this
paper is the 172 cases that resulted in conduct remedies.

From these 172 cases, we have chosen ten for careful analysis. This is not a
random sample, but rather reflects the importance of the case; each represents a
major DOJ effort to useSection 2of the Sherman Act to affect a substantial sector
of the U.S. economy, such as grocery retailing, gasoline distribution, telecom-
munications, or data processing. Early cases involving small companies that
have long since disappeared, such asUnited States v. Lay Fish Company(1926),
are ignored. Also ignored are the many conspiracy cases brought under both
Sections 1 and 2of the Sherman Act that resulted in an injunction dissolving the
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cartel or barring future conspiracies. We also were influenced by the availability
of data that would permit us to assess the consequences of the remedy. Conduct
remedies for the following monopolization cases are studied in detail:7

(1) United States v. United Shoe Machinery, 1947.
(2) United States v. AT&T, 1949.
(3) United States v. Standard Oil Co. of California, 1949.
(4) United States v. International Business Machines, 1952.
(5) United States v. United Fruit Co., 1954.
(6) United States v. Eastman Kodak Co., 1954.
(7) United States v. Safeway Stores Inc. et al., 1955.
(8) United States v. General Motors Corp., 1956.
(9) United States v. Jerrold Electronics Corp. et al., 1957.

(10) United States v. Blue Chip Stamp Co. et al., 1963.

3. THE CASE STUDIES

In each of the cases selected, we examine the available evidence that would assist
us in determining whether the government’s conduct remedy affected market
performance in a manner that increased consumer welfare. Given the passage
of time and incomplete data availability, it is no easy task to reach a dispositive
evaluation of each of the ten cases in our sample. But if government antitrust
remedies have favorable consequences for consumers, there should be some
evidence of changes in output or prices of the relevant products or services.
Complex behavioral remedies may also require the expenditure of substantial
resources by the government and the defendants. These costs should, in principle,
be deducted from the consumer gains, if any, that accrue from the relief.8

3.1. United Shoe Machinery9

United States v. United Shoe Machineryis the earliest case selected. United
Shoe Machinery Corp. (USM) began operations in 1899 with the acquisition
of five shoe machinery manufacturers, three of which were dominant sellers in
their segment of the industry (Kaysen, 1956, p. 6). These acquisitions provided
USM with a prominent position in the major segments of shoe machinery
manufacturing. The company grew rapidly thereafter, making several additional
acquisitions, and it eventually centralized its manufacturing operations in one plant
in Massachusetts.10
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As early as 1911, USM faced a civil suit charging it with violations of
Sections 1 and 2of the Sherman Act.11 USM won the suit, but faced another
in 1915, charging that USM’s equipment leasing practices violatedSection 3of
the Clayton Act because of tying and exclusive-use provisions in the contracts.12

This suit was won by the government, resulting in a court decree that required
USM to modify the terms of its leases.13

USM manufactured a full line of machines used to produce shoes. By the 1940s,
the company offered more than 300 types of machines, of which a shoe manufac-
turer might need as many as 100 to perform the operations required to produce a
shoe (Masten & Snyder, 1993, p. 38). As of 1949, USM had a 91% share of major
machines and a 74% share of minor machines in shoe manufacturing plants.14

USM offered its shoe machines through a combination of sale and lease
programs, but the overwhelming share of revenues came from leased machines.
Shoe machines were extremely complex and often experienced technical problems
or failure. As a result, in addition to offering machines for sale or lease, USM
provided repair and advisory services, relating to both machines sold by USM
and to the shoe making process in general.

3.1.1. The 1947 Sherman Act Suit
A third major antitrust case was brought against USM in 1947, charging USM
with violations ofSections 1 and 2of the Sherman Act. The government claimed
that USM had monopolized the shoe machinery market through the strategic
design of leases that impeded the purchase or lease of their competitors’ machines.
Specifically, the government charged that several provisions of USM’s leases
were exclusionary. Among the most important of these provisions were: (i) the
ten-year terms of the leases; (ii) the return charges or deferred payments due
upon early termination of a lease; (iii) the minimum monthly usage charges on
machines subject to per-unit payments; and (iv) the “full-capacity” clause that
required lessees to use the machine to the fullest extent possible in producing all
shoes for which the machine is capable of being used.15

3.1.2. The Government’s Victory and Proposed Relief
In February 1953, the District Court found that USM had violatedSection 2of
the Sherman Act by illegally monopolizing the shoe machinery market and the
market for some shoe machinery supplies.16 The Supreme Court upheld the court’s
decision.17 The government asked the court to divide USM into three full-line
manufacturers and separate the supply activities from the machinery business.
The major obstacle to structural relief was the fact that USM produced virtually its
entire output in a single manufacturing plant. In addition, the government sought
to end USM’s reliance upon leasing and to dissolve USM’s outstanding leases.
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This remedy, in conjunction with modifications in USM’s patent policies and a
ban on expansion of USM through acquisitions, was to reduce barriers to entry
(Kaysen, 1956, pp. 272–273).

The court declined to order dissolution of USM, but instead structured a decree
that focused on USM’s leasing policy. Under the decree, USM was to offer its
machines for sale as well as lease, but could not make it more advantageous to
lease the machines. In addition, the duration of all new leases had to be five years
or less with an option to return machines after one year. Return charges or deferred
payments were banned. USM was barred from acquiring any shoe machinery
factory or shoe supply business, or stock in such business, for more than $10,000.
USM also was severely restricted with respect to the acquisition of patents.18

The decree was intended to stimulate competition in at least three ways.
First, by stimulating the purchase of machines, the decree might create an active
second-hand market. Second-hand machines would limit USM’s market power
in the sale or lease of new machines and provide potential entrants with valuable
information about USM’s technology. Second, by limiting the terms of the
leases and limiting discriminatory termination fees, the decree might induce shoe
manufacturers to choose competitors’ machines. Third, by creating a second-hand
market and stimulating incremental sales of competitive machines through a
relaxation of USM’s leasing terms, the decree might create an active independent
repair sector, freeing shoe manufacturers from reliance on USM’s service staff.

3.1.3. The Effect of the Decree
After ten years, the lower court held hearings on the effectiveness of the decree
and concluded that the decree generally was accomplishing its purposes. Specif-
ically, Judge Wyzanski found: (1) USM’s market share of lease and sale revenue
had fallen from approximately 85% in 1953 to approximately 62% in 1963; (2)
the number of new entrants had increased, and machinery shipments of USM’s
principal competitors increased substantially; and (3) a secondhand market had
developed (Parrish, 1973, at 142).

Between 1953 and 1963, shoe factories purchased approximately 53,000
previously leased machines from USM. No single firm attained a large market
share by 1963, but USM nevertheless lost about one-quarter of its pre-existing
share because the rate of entry increased following the decree. According to
Waldman (1978, p. 47), entry into the industry increased in three successive
three-year periods following the decree by 11, 19, and 26 firms, respectively.
However, Waldman offers no evidence that such entry was atypical of the
pre-decree period, or that the entrants provided much competition for USM.

During the first two years after the decree was entered, USM’s net income
increased and reached an all-time high, apparently because of the sale of USM
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Fig. 1. USM’s Profit Margin and Rate of Return on Equity, 1944–1961.Sources:Waldman
(1978, at 48); Moody’s Manual of Industrial Securities(Moody’s Investors Service,

various years).

machines that had low book value and because of an increase in lease prices.
Moreover, USM’s rate of return on equity was little affected by the decree. As
Fig. 1shows, in the first two years after the remedy, USM’s return on equity rose,
but then returned to the levels of 1945–1953.

Waldman argues that the high prices following the decree may have resulted
from USM attempting to placate the court and thereby invite competition.
Waldman (1978, pp. 47–49)shows that the average lease price for USM machines
actually rose with declining market concentration over the 1954–1963 period.
This increase in prices, designed to attract new entrants, was surely not conducive
to an improvement in consumer welfare.

Given the heterogeneity of shoe machinery, there is no readily available index
of shoe machinery prices before and after the decree. An indirect test of the effect
of the decree on prices is possible. If the court’s remedy had succeeded in reducing
machinery prices, shoe manufacturers should have incurred lower machinery
expense relative to the value of shoes produced. Even if these lower costs were
fully passed through to consumers, the ratio of machinery expenses to shoe prices
should have fallen because the ratio of capital costs to total costs would have
declined. In the short run, a lower price of shoe machines probably would not
result in much substitution of machines for labor. Yet, the ratio of shoe machinery
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shipment value to shoe shipment value declined from 0.014 in 1947 to 0.012 in
1954, but then remained constant at 0.012 in 1958, 1963, and 1967 (seeFig. 1).
In 1972, this ratio rose sharply – perhaps in response to machine sales following
the revision of the decree in 1968, but then declined just as sharply in 1977. The
average ratio was 0.015 for the 1972–1977 years combined, or approximately the
same as when the case was filed. That the value of shoe-machinery shipments did
not decline relative to the value of shoes surely suggests (but does not prove) that
the decree did not put downward pressure on shoe machinery prices.

The court’s decision also had several other less quantifiable effects on USM
and the shoe machinery industry in general. USM’s ability to combat free riding
was reduced, as was USM’s incentive to commit resources to developing new
technology.19 In addition, the number of rentals increased. The share of imports
rose, from a very small fraction before 1950 to 25% by 1964, and continued to
rise thereafter.20 Finally, the U.S. shoe industry began to decline in the late 1950s
following the decree (which may or may not have been related to the decree).21

3.1.4. A Concluding Assessment
After the 1964 review, the trial court rejected the government’s plea for further
relief, but the Supreme Court reversed, citing the need for “more definitive means”
to achieve competition because there had not been a sufficient decline in USM’s
market share.22 As a result in 1969, the lower court ordered USM to divest itself of
about one-third of its assets. Shortly after, the U.S. shoe industry went into steep
decline (seeFig. 2). The Supreme Court judged the 1953 decree to have been a
failure, and the lower court essentially acquiesced despite its view that a one-plant
firm should not be broken up even in the mildly-growing market of 1953.

The theory that competition would be increased by offering machines for sale
as well as for lease clearly was in error. USM continued to account for almost
two-thirds of shoe-machinery revenues 16 years after the case was first brought.
The price of shoe-machinery leases during the ten years that the behavioral
remedy was in place actually rose. The decline in market concentration appears
to have resulted from the defendant’s desire to keep an umbrella over prices so as
to facilitate entry and to forestall even more punitive relief when the decree was
reviewed on its tenth anniversary.

3.2. The 1949 AT&T (Western Electric) Case

The antitrust activism of the early post World War II years was reflected in a case
brought in 1949 against the American Telephone and Telegraph Corporation and
its subsidiary, Western Electric.23 A case filed in 1913 had been resolved through
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Fig. 2. Value of Shipments of Shoe Machinery/Value of Shipments of Shoes and Shipments
of Footwear, 1947–1977.Note: Shipments of shoes includes shipments of all footwear
excluding rubber and slippers, and including interplant transfers.Source:U.S. Bureau of

the Census,Census of Manufactures, various years.

a consent decree in 1914, but since that time AT&T had been regulated by the
Interstate Commerce Commission (ICC) and – beginning in 1934 – the Federal
Communications Commission (FCC).24 AT&T’s share of the nation’s telephone
services market subsequently increased substantially through mergers approved
by the ICC.

3.2.1. The Telephone Industry in 1949
Prior to 1984, AT&T’s local operating companies enjoyed monopoly status in
offering local exchange and access services to residential customers and all but
the largest business firms. AT&T’s local companies had franchises that embraced
nearly 85% of the country’s access lines; the remaining lines were controlled by
smaller independent companies, such as GTE, United, Rochester, and Continental
as well as hundreds of small, rural companies. AT&T also had a dominant position
in interstate “long-distance” services through its Long Lines division. The FCC
began to open the interstate services market to competition in the late 1960s, but
entry into ordinary dial-up long distance services did not occur until the mid 1970s.

AT&T’s Western Electric division dominated the market for telephone
equipment, including transmission, signaling, and switching equipment, because
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its local operating companies and Long Lines divisions accounted for the
overwhelming share of purchases. Western Electric also dominated the market for
terminal or “customer premises” equipment that connected subscribers to their
local access lines until the FCC began to liberalize this market in the 1970s.

Finally, AT&T owned Bell Labs, one of the premier research institutions in
the country. This institution held hundreds of patents in areas that were important
for the development of telephone service, but its activities extended far beyond
telephony. Bell Labs was credited with developing the transistor and fiber optics,
as well as making major breakthroughs in fields as diverse as chemistry, physics,
and the physiology of speech.

3.2.2. The Antitrust Complaint
Despite the fact that decades of regulation by the ICC and FCC had guided the
development of telephony in the United States, the DOJ filed a Sherman Act suit
in 1949, alleging that AT&T had attempted to monopolize telecommunications
equipment and services through its control and licensing of telephone equipment
and technology. It identified Western Electric’s exclusive contracts with its
operating companies as anticompetitive arrangements that protected AT&T’s
equipment monopoly and increased the cost of telephone services to consumers.25

The DOJ also claimed that AT&T and Western Electric impeded competition in
local telephone services by refusing to sell AT&T equipment to independents,
requiring independents to apply for licenses to AT&T patents, or ultimately
“forcing” the independents into the Bell System by their selling out to AT&T.26

The complaint focused only minimally on an issue the FCC staff had identified
more than a decade earlier: Western Electric’s prices for equipment were
essentially unregulated; therefore, the AT&T operating companies could evade
the strictures of rate-of-return regulation of its service companies by paying
inflated prices for Western Electric equipment.27 This practice did not necessarily
contribute to monopoly power, but certainly could allow AT&T to exploit any
market power it enjoyed in the delivery of telephone services.

The complaint also contended that AT&T impeded competition in commu-
nications through its aggressive pursuit of patents in “alternative methods of
communication.”28 For example, the DOJ claimed that AT&T had patents on
important technologies that it refused to license to telegraph operators or radio
stations. The complaint identified AT&T’s innovations and the control of those
innovations as the source of AT&T’s market power.

While the technological prowess of Bell Labs might have contributed to
Western Electric’s dominant position in equipment, decades of regulatory policy
also were to blame. Had the ICC not approved scores of acquisitions by AT&T,
the company would not have enjoyed its prominent position in the purchase of
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telephone equipment. Perhaps local and long distance services were still a natural
monopoly in 1949, but regulators had not yet begun to test this proposition by
admitting entry into either type of service. Yet the 1949 complaint did not identify
regulation as a cause of AT&T’s market power. It merely concludes that “The
absence of effective competition has tended to defeat effective public regulation
of rates charged subscribers for telephone service.”29

3.2.3. The 1956 Consent Decree
The DOJ and AT&T settled the 1949 Sherman Act case in 1956, entering into a
“Final Judgment” that 26 years later would prove not to be the “final” resolution
of AT&T’s antitrust problems.30 The Final Judgment required AT&T to license
all current and future patents at a reasonable fee. Much more important were
the provisions that limited AT&T to the regulated telephone industry. Western
Electric was forbidden from manufacturing any equipment other than telephone
equipment.31 In addition, AT&T would be confined to the business of furnishing
“common carrier communications” services.32

The DOJ had asked for divestiture of Western Electric from AT&T, but settled
for much less. However, the decree did not include alternative provisions that
would control Western Electric’s relationship with AT&T’s telecommunications
services divisions because the DOJ was persuaded that the Federal Commu-
nications Commission had ample authority to regulate AT&T’s conduct in the
telecommunications sector. Thus, the ultimate “behavioral remedy” in this case
was the far-reaching regulatory authority of the FCC that it assured the DOJ that it
would use.33

The Final Judgment addressed the concern that AT&T (through Bell Labs
and Western Electric) would use its technical prowess to exclude competition
from alternative technologies, thereby insulating its telephony subsidiaries from
non-telephony communications. This contention was surely not at the heart of the
1949 complaint. Indeed, the government’s contention that AT&T had attempted
to suppress competition from telegraph companies or from other companies in
the long-distance distribution of radio and television signals was a relatively
minor component of the complaint. On the other hand, there was little indication
at that time of how the technologies developed by Bell Labs could be used in
other industries, such as office equipment (later, computers). The DOJ’s decision
to limit AT&T, Bell Labs, and Western Electric to the regulated confines of
telephony was unexpected, and would prove to be unfortunate.

The remaining provisions of the decree required AT&T to license patents at
reasonable royalties and, in some cases, on a royalty-free basis. AT&T also was
enjoined from entering into exclusive distribution agreements with its competitors
and into requirements contracts with other telephone companies. It also was
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barred from acquiring, in whole or in part, other telephone equipment suppliers
or any assets from such suppliers.

3.2.4. The Effects of the Decree
As described above, telephone service in 1949–1956 was a regulated monopoly. At
the time, there was no intimation of the prospects for competition, although the FCC
had begun to consider opening up some spectrum for private microwave services.
The price and output of telephone services were both completely under the control
of the FCC and the state regulatory commissions. No antitrust decree could have
increased competition in telephone services if the regulators were uninterested in
liberalizing the intrastate and interstate markets.

Moreover, as noted above, the DOJ was persuaded to leave the Western
Electric-AT&T relationship in the hands of the FCC, which had sufficient power
under the 1934 Communications Act to control any anticompetitive conduct that
developed from this relationship. The FCC and the states had begun to use their
joint regulatory authority to keep AT&T’s local rates suppressed by shifting a
substantial burden of paying for AT&T’s local fixed network costs to interstate
long-distance services. This regulatory compact apparently appeased the state
regulatory authorities and relieved the pressure for further restrictions on AT&T’s
behavior (Peters, 1985, p. 262). Unfortunately, the “cross subsidies” that were
spawned at this time were eventually to grow and cost consumers billions of
dollars per year in lost benefits from long-distance calling.34

Western Electric’s domination of the telephone equipment market would
continue well after the1956 decree was entered. Regulators continued to approve
tariffs that mandated the use of Western Electric’s terminal equipment.35 It was
not until the mid 1970s that the FCC finally succeeded in prying this market open
for competitors despite the strenuous objections of state regulators.36 Given that
AT&T and its operating companies continued to enjoy a regulated monopoly
status in the delivery of intrastate and interstate services, it was not likely to look
kindly on the purchase of transmission and switching equipment not produced by
Western Electric. Indeed, competition in such equipment did not begin in earnest
until competition to provide long-distance service began in the 1970s.

Banishing AT&T and its manufacturing subsidiary from all markets except
regulated telephone services and the equipment required to deliver them had little
effect on its telephone monopoly. This monopoly continued until regulators and
the courts began to pry open the long-distance market 20 years later. However, the
court-imposed quarantine meant that AT&T could not enter the new electronics
markets, such as computers or home electronics. Since Bell Labs had invented
the transistor and later developed a major software operating system, it was well
positioned to invade the computer market as it began to develop. Instead, AT&T
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licensed its UNIX software on a royalty-free basis and was forced to ignore the
computer business altogether.37

No one can be sure if AT&T would have become an important competitor in
either computer hardware or software, but it might have. Had AT&T been allowed
to develop a successful line of computer equipment, it could have negated any
need for the DOJ to bring its mammoth and eventually unsuccessful suit against
IBM in 1969. In addition, UNIX could have become an important operating
system for personal computers, competing with Microsoft in this market. Instead,
UNIX developed as an operating system for servers and work stations.38

Ironically, the U.S. Attorney General at that time, Herbert Brownell, viewed
the decree as an important step in unleashing competition in electronics:

The decree makes available to any citizen all inventions and know-how of the Bell System.
Thus there is a sound basis for the expectation that the judgment will lead to a further expansion
of the electronics art and that new enterprise will be encouraged to enter that field.39

Unfortunately, the Attorney General apparently did not think that allowing
AT&T the opportunity for exploiting its intellectual property in areas outside of
telephony was important in applying Bell Labs’ “know how” to other problems.
He cut off a major potential source of innovation for the next 28 years.40

Finally, the decree probably slowed AT&T’s development of a full digital, stored
program control telephone switching machine – essentially a digital computer for
switching telephone calls. In the early 1980s, Western Electric was so far behind its
rivals in developing such a switch that its New York operating company petitioned
AT&T’s central office for the right to buy Northern Telecom (now Nortel) switches
to serve its large business customers in New York (Crandall, 1991, p. 81). Had
AT&T and Western Electric been permitted to participate in the nascent computer
business after 1956, they might have developed a fully digital switch much sooner.

The effect of the antitrust case on the financial market’s expectations of AT&T’s
future performance was surprisingly muted. Using the standard capital-asset
pricing model, the excess return on AT&T stock was only –1.5% over the first
month and the six months following the complaint. The comparable returns
following the entering of the conduct remedy were a positive 3.9 and 2.5%,
respectively. The financial markets clearly viewed the decree as favorable to
AT&T relative to prior expectations. Of course, the market could not have known
nor been interested in how the decree might affect AT&T’s ability to participate
in the computer, software, and electronic switching markets 15–25 years later.

3.2.5. Conclusion
The 1949 Western Electric (AT&T) case did not and could not increase com-
petition in telephone equipment or services because AT&T’s market position in
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local- and long-distance services was controlled by federal and state regulators.
The government suit did not address the actual source of AT&T’s monopoly
power, but instead left the FCC with the authority to regulate the activities that
were at the heart of the antitrust complaint. The behavioral remedy required
AT&T to license its existing patents on a royalty-free basis and to confine itself to
common carrier telecommunications. It is possible that this limitation on AT&T’s
activities impeded the development of competition in related industries, such as
computers and computer software. The remedy relegated one of the country’s
premier sources of innovation in electronics and software, Bell Labs, and its parent
to the regulated telecommunications sector. Whether this competition would have
developed to a level that would obviate the 1969 case against IBM or the current
Microsoft litigation we will never know. However, it is possible that consumers
were deprived of an early source of competition for IBM and Microsoft.

3.3. Standard Oil (Cal.)

For decades, “integrated” oil refiners have produced crude oil, refined it into various
petroleum products, and distributed these products. As part of their distribution
chain, integrated refiners invested in wholesale and retail facilities, including retail
gasoline stations. However, only a small share of gasoline was distributed through
refiner-owned gasoline stations in the early part of the 20th century (Hogarty, 1981,
Section III, p. 17).

Prior to 1946, most refiners relied primarily on independent retailers to market
their gasoline under the refiner’s trade name. The refiner provided the motor
fuel and motor oil as well as automobile accessories, such as tires, batteries, and
accessories (TBA), generally under exclusive contracts that required the retailer
to purchase all such products from the refiner whose brand was displayed by the
gasoline station. These requirements contracts foreclosed competing suppliers
of petroleum products and automobile accessories from marketing their products
at retail gasoline outlets affiliated with these refiners, including Standard Oil
of California.

3.3.1. The Antitrust Case
Gasoline retailers can be classified in three ways in terms of property relationships.
“Company-owned” stations are owned and operated by an oil company. The oil
company makes the business decisions for the company-operated station. Other
stations are owned by the oil refiner but leased to an independent service station
manager (“lessee-dealer”). Finally, there are independent stations that have no
refiner ownership (“open-dealer”). In the latter two cases, oil companies supply oil
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to independent stations, but they do not make business decisions other than those
specified in the supply contract. All of the major oil companies used exclusive
requirements contracts in supplying the latter two types of stations through World
War II (Waldman, 1986, p. 248).

In 1946, Standard Stations, a wholly owned subsidiary of Standard Oil of
California, had exclusive requirements contracts with 16% of the retail gas
stations in the seven-state Western area41 and sold 23% of the total taxable gallons
of gasoline. These exclusive contracts covered mainly gasoline, but some covered
TBA. The contracts were annual, but terminable in six months with 30 days
written notice.42

In 1947, the DOJ brought suit against Standard Oil for employing requirements
contracts in selling motor gasoline, oil, and TBA to its dealers, alleging a
violation of Section 1of the Sherman Act and ofSection 3of the Clayton Act.43

The DOJ alleged that the use of requirements contracts lessened competition
in both interstate and intrastate commerce because exclusive requirements
contracts prevented retail gasoline marketers from dealing with other suppliers.
Requirements contracts were seen as a means of foreclosing independent refiners
from the retail gasoline market, thereby erecting a barrier to entry into the refining
sector. The DOJ contended that the elimination of requirements contracts would
open the market to independent refiners and encourage “split-pump” stations
(stations offering more than one brand of gasoline).

The District Court ruled that the requirements of a potential lessening of com-
petition or a tendency to establish monopoly were adequately met by proof that
the contracts covered “a substantial number of outlets and a substantial amount
of products.”44 The court ruled that “the substantial lessening of competition
was an automatic result, for the very existence of such contracts denies dealers
the opportunity to market the products of competing suppliers and excludes
suppliers from access to the outlets controlled by those dealers.” The Supreme
Court concurred that the use of requirements contracts by Standard Oil foreclosed
competition in the petroleum products and automobile accessories market and
therefore Standard Oil had violatedSection 3of the Clayton Act.45

The decree entered against Standard Oil in the lower court banned the use of
requirements contracts in refiner sales of gasoline, oil, and TBA to independent
stations. Justice Douglas dissented, arguing that the decree would simply
encourage vertical integration by refiners into gasoline retailing, thereby reducing
the presence of independent gasoline refiners and retailers.46

3.3.2. The Theory of the Case
The DOJ’s theory of the case was that Standard Oil employed these requirements
contracts to reduce competition in the sale of gasoline, oil, and TBA. These
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contracts excluded independent refiners, bothin toto and as suppliers to stations
that might offer more than one brand of gasoline. The government claimed that
such contracts prevented “split-pump” stations from developing, thereby reducing
competition in refining and retailing.

Requirements contracts serve a useful economic purpose, however, regardless
of their alleged effects on competition. They offer added predictability and
stability in a fluctuating market. Indeed, the lower court decision granted that
such contracts may reduce uncertainty for both the seller (refiner) and the buyer
(the station owner/manager):

In the case of the buyer, they may assure supply, afford protection against rises in price, enable
long-term planning on the basis of known costs, and obviate the expense and risk of storage in
the quantity necessary for a commodity having a fluctuating demand. From the seller’s point of
view, requirements contracts may make possible the substantial reduction in selling expenses,
give protection against price fluctuations, and – of particular advantage to a newcomer to the
field to whom it is important to know what capital expenditures are justified – offer the possibility
of a predictable market.47

In addition, such contracts may solve a principal-agent problem and avoid
“double marginalization” in the setting of the downstream price (Shepard, 1993,
pp. 58–77).48 It is in the interest of refiners for its retailers to exert effort in selling
its products and to exact no more than competitive markups. But station managers
may thwart these goals through a lack of effort or a desire to raise price above a
competitive level if the stations enjoy any advantages of a favorable location. The
requirements contract, appropriately written, can negate any such attempts by the
dealer to engage in double marginalization.

If these alternative theories are valid, requirements contracts could actually
improve economic efficiency and reduce consumer prices.

3.3.3. The Effect of the Decree on Industry Structure

3.3.3.1. Refining.Large refineries with refining capacity of more than 40,000
barrels/day are generally vertically integrated into all four sectors of oil industry
(production, refining, transportation, and marketing). Smaller refineries may or
may not be integrated into all four sectors; some are not vertically integrated and
some are integrated into less than all four sectors. Refineries that were vertically
integrated into all four sectors controlled 89.1% of U.S. refining capacity in 1950,
but substantially less of U.S. oil production and marketing (McLean & Haigh,
1954, p. 27).

The DOJ’s case was based in part on the theory that the elimination of
requirements contracts would result in the entry of independent refiners into the
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Table 1. The Largest Oil Refiners (Majors), 1920–1972.

Year Companies Refineries % of Refineries Capacity % of Capacity

1920 16 71 19.09 810 52.91
1930 20 134 32.52 2,711 71.99
1940 20 138 25.23 3,365 72.69
1948 20 132 37.08 4,514 75.61
1950 20 131 35.79 5,262 78.58
1952 20 132 40.37 5,907 80.79
1956 20 126 42.86 7,312 81.63
1960 20 125 42.52 8,301 80.12
1968 20 119 44.24 9,641 82.70
1972 20 124 49.01 11,582 84.48

Sources:Copp (1976, Table 5); de Chazeau and Kahn (1959, Table 23).

refining sector. However, the available data indicate that both the absolute number
and the percentage of independent refiners declined after 1949.

Table 1 shows the number and capacity of refineries belonging to the 20
largest oil companies between 1920 and 1972. The largest firms’ share of refining
capacity remained relatively constant from 1930 to 1940, but increased thereafter.
The largest 20 firms owned 36% of refineries and 79% of capacity in 1950. These
shares increased steadily for the next twenty years – to 49% of refineries and
84% of capacity in 1972.Table 2shows the number and capacity of refineries
belonging to independent oil companies (those not among the 20 largest oil
companies) between 1920 and 1972. These independents owned 64% of refineries
and 21% of capacity in 1950, but by 1972 these figures had declined to 51% of
refineries and 16% of capacity.

Table 2. Independent Oil Refiners, 1920–1972.

Year Companies Refineries % of Refineries Capacity % of Capacity

1920 258 301 80.91 721 47.09
1930 230 278 67.48 1,055 28.01
1940 363 409 74.77 1,264 27.31
1948 195 224 62.92 1,456 24.39
1950 203 235 64.21 1,434 21.42
1952 166 195 59.63 1,405 19.21
1956 143 168 57.14 1,646 18.37
1960 138 169 57.48 2,060 19.88
1968 125 150 55.76 2,017 17.30
1972 124 129 50.99 2,127 15.52

Sources:Copp (1976, Table 6); de Chazeau and Kahn (1959, Table 23).
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Table 3. Integrated and Non-Integrated Ownership of Refineries: 1949–1963.

Year Group I: 22 Largest Group II: Other Group III:
Companies and Integrated Companies Non-Integrated

Subsidiaries (Capacity≥ 25,000 b/d) Companies

Plants % Plants % Plants %

1949 133 36.3 1 0.3 232 63.4
1952 137 41.3 6 1.8 189 56.9
1955 126 42.0 15 5.0 159 53.0
1958 123 41.4 20 6.7 154 51.9
1961 126 42.4 28 9.4 143 48.2
1963 125 42.7 33 11.3 135 46.0

Capacity % Capacity % Capacity %

1949 5.16 80.15 0.03 0.40 1.25 19.45
1952 6.01 82.18 0.08 1.14 1.22 16.68
1955 7.25 84.02 0.28 3.27 1.10 12.71
1958 7.43 82.12 0.41 4.49 1.21 13.39
1961 8.15 83.05 0.69 7.07 0.99 9.88
1963 8.24 83.09 0.77 7.73 0.91 9.18

Source:Bryson (1965).

In order to understand the decline of the independent refiner, it is instructive
to isolate those refiners that are truly independent. Even among refiners who are
not among the major oil companies, there are some that are vertically integrated
across the production, refining, marketing, and transportation sectors.Table 3
divides refineries into integrated and non-integrated and further divides integrated
refiners into large and small. The demise of the independent refiner is even more
apparent inTable 3. Between 1949 and 1963, the capacity of independent refiners
declined from 19 to 9%, mostly due to the growth of the integrated small refiner.

The decline of the independent refiner after 1950 was the result of technological
change in the refining process. With the introduction of catalytic cracking, many
of the non-integrated refineries became obsolete. In addition, the minimum
efficient scale of a refinery plant increased, increasing the capital required to
build a new refinery. The DOJ’s attempt to foster growth of independent refiners
through a conduct remedy that banned requirements contracts did not succeed.

3.3.3.2. Retailing.Justice Douglas dissented from the court’s majority opinion,
predicting that oil companies would increase the percentage of stations that were
company owned and operated at the expense of lessee-dealer and independently-
operated stations if they were denied the right to use requirements contracts.49
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The method of doing business under requirements contracts at least keeps the independents
alive. They survive as small business units. The situation is not ideal from either their point of
view or that of the nation. But the alternative that the Court offers is far worse from the point of
view of both. The elimination of these requirements contracts sets the stage for Standard and
the other oil companies to build service station empires of their own.50

Douglas’ prediction proved to be accurate. Standard Stations had entered into
exclusive supply arrangements with 5,937 independent stations (in the seven
Western states) as of March 12, 1947.51 As of 1957, the number of independent
stations (in the seven Western states) affiliated with Standard Stations had fallen to
3,919 (Miller, 1962). Standard Stations had 1,040 company-operated gas stations
in 1957.

In the overall gasoline retailing industry, there was a gradual shift to company
operated stations after the decree as the industry became more vertically inte-
grated. In the late 1940s, the company-owned and operated station was extremely
rare asTable 4shows. Only about 0.5% of gas stations of the six integrated oil
companies listed were company-owned and operated in 1949. The independent
gas station was the dominant gasoline retailer, and the company-owned and
operated gas station was virtually nonexistent.

After 1949, however, the percentage of gas stations that were company owned
and operated began to increase. By 2000, 23% of all gas stations were company-
owned and operated (Table 6).52 Table 5presents the percentage of company
owned and operated gas stations in the intervening period of 1958–1977 based on
a survey of oil companies conducted byNational Petroleum News. Because the
classification of companies in this survey changes over time, three percentages are
displayed.

The total column is consistent over time and shows the overall percentage of
company owned and operated stations increasing over time. Theintegratedcolumn

Table 4. Types of Service Stations, 1949.

Company-Owned Lessee-Dealer Independent- Total
and Operated Operated Dealer Operated

Gulf Oil Corporation 270 5,613 26,658 32,541
The Texas Company 3 10,371 31,446 41,820
Sinclair Oil Corporation 5 7,079 11,709 18,793
The Ohio Oil Company 10 664 1,115 1,789
Standard Oil Company (Indiana) 49 9,802 6,641 16,492
Standard Oil Company (Ohio) 312 581 3,621 4,514
Total 649 34,110 81,190 115,949

Source:McLean and Haigh (1954, Table 16-1).
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Table 5. Percentage of Company Owned and Operated Service Stations,
1958–1977.

Year Integrated Majors Total

1958 1.04 2.57
1960 1.49 3.50
1963 1.73 3.29
1964 1.28 2.63
1965 1.20 2.62
1966 2.82 3.56
1967 3.24
1968 2.99
1969 3.55
1970 3.06
1971 3.04
1972 3.52
1973 2.75 6.04
1974 3.42 8.78
1975 4.71 11.11
1976 4.95 11.95
1977 3.97 10.07

Source:National Petroleum News Fact Book, various years.

is only available through 1966 and shows the percentage of company owned and
operated stations increasing from 1958 to 1966. Themajorsdata are only available
starting in 1973 and show the percentage of company owned and operated stations
for the 20 largest oil companies in the U.S. increasing from 1973 to 1977.

Table 6 shows the distribution of gas stations by type from 1977 to 1996
based on a survey of oil companies conducted by the Energy Information
Administration. It shows that the percentage of company owned and operated
stations was increasing at the expense of open dealers (owned and operated by
independent managers) over the entire 1977–1996 period.

Thus, it is clear that the integrated oil companies responded to the attempt to
use antitrust to control the refiner-dealer relationship. They steadily integrated
forward into marketing their own gasoline, thereby mitigating the restraint of not
being able to negotiate requirement contracts with their major retailers.

3.3.4. The Effect of the Decree on Gasoline Prices
It is possible to test for the effect of the decree on gasoline prices. If the decree had
increased competition in refining and retailing, we should expect to find that prices
of gasoline declined after the decree, after taking into account other influences on
prices, such as the cost of crude oil, gasoline taxes, and the intensity of demand.
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Table 6. Percentage of Company Owned and Operated Service Stations,
1977–1996.

Year Company Operated Lessee Dealers Open Dealers

1977 5.96 36.17 57.86
1978 6.32 37.08 56.60
1979 6.10 36.03 57.87
1980 7.01 36.72 56.28
1981
1982 8.33 39.53 52.14
1983 8.92 37.87 53.21
1984 9.53 33.68 56.79
1985 14.22 40.22 45.56
1986 14.67 38.07 47.25
1987 16.07 37.74 46.19
1988 16.18 34.09 49.73
1989 20.52 39.40 40.08
1990 21.88 39.89 38.23
1991 22.11 40.92 36.97
1992 21.34 41.52 37.15
1993 20.64 42.54 36.82
1994 21.69 40.50 37.86
1995 22.29 41.35 36.37
1996 23.29 39.78 36.92
1997 26.49 38.08 35.43
1998 23.17 27.84 49.00
1999 21.21 31.49 47.30
2000 22.78 30.69 46.53

Source:Energy Information Administration, Department of Energy, Form EIA-28.

On the other hand, if vertical integration into retailing offset the effect of banishing
requirements, we would expect to find no effect of the decree on retail gasoline
prices.Table 7provides the results of a regression analysis of retail gasoline prices
(both including and excluding taxes) on the price of crude oil, sales and excise
taxes (“Tax”), the unemployment rate, a time trend, and a dummy variable that
is equal to one for years after the decree. The data are from 1946 to 1969.53 The
post-decree dummy covers the period from 1950 to 1969.54

The regression results confirm that retail gasoline prices rise when the price
of crude oil increases and decline in periods in which the economy is weak and
unemployment is rising. The post-decree dummy variable is not statistically sig-
nificant in these regressions, either by itself or when interacted with the crude-oil
price, implying that the conduct remedy did not have an effect on the retail price
of gasoline. This suggests that the requirements contracts had efficiency effects
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Table 7. Regression Analysis of the Determinants of the Retail Price of
Gasoline, 1946–1969.

Dependent Variable: Dependent Variable: Retail
Gasoline Consumer Price Price of Regular Grade Gasoline,

Index, 1944–1969 (Including Tax) 1944–1969 (Excluding Tax)

Intercept 8.64 (10.51) 8.55 (10.50) 0.25 (18.49) 0.25 (18.68)
Tax −0.02 (−2.99) −0.02 (−3.00)
Time trend 0.45 (26.56) 0.45 (23.68) −0.003 (−11.34) −0.003 (−10.16)
Price of crude oil 2.33 (7.59) 2.37 (7.70) 0.03 (5.07) 0.03 (5.15)
Unemployment rate −0.19 (−2.11) −0.19 (−2.04) −0.006 (−3.72) −0.006 (−3.64)
Post-decree/Crude oil

interaction
0.09 (0.97) 0.003 (1.49)

Post-decree dummy 0.30 (0.80) 0.01 (1.47)
Adj. R2 0.9884 0.9883 0.9277 0.9275

Note: t-statistics in parentheses.

that could be obtained through forward vertical integration. When the conduct
remedy banned requirements contracts, refiners simply integrated into retail
gasoline distribution. The conduct remedy had neither beneficial nor deleterious
effects on consumer welfare. It was largely irrelevant.

There is a growing literature on the effect of contractual relationships between
the refiner and the retailer on retail gasoline prices.55 The recurring conclusion
from this literature is that retail prices are lower at company-owned and operated
stations and higher at independent stations. These results confirm the fact that
vertical integration or some alternative, such as requirements contracts, helps to
solve the principal-agent problem in gasoline refining and marketing. Fortunately,
the DOJ’s attempt to block one solution to this problem was overcome by forward
integration on the part of refiners. Had this avenue not been available to the
integrated refiners, the behavioral relief in the 1949 decree would likely have led
to higher gasoline prices and lower consumer welfare.

3.3.5. Conclusion
The Standard Stations conduct remedy did not arrest the decline in independent
refiners’ share of capacity or sales. Moreover, as Justice Douglas predicted in his
dissent, the integrated refiners’ downstream integration into gasoline retailing grew
after the decree. Whether it wasbecause ofthe decree is not clear. Nevertheless,
subsequent research has shown that forward integration by oil companies into
retailing lowers retail gasoline prices. Unable to solve the principal-agent problem
through contracting after the imposition of the Standard Stations conduct remedy,
these companies expanded into providing the service themselves. Consumers of
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gasoline and other refined products were thus saved from a major misunderstanding
of market forces that led the DOJ to seek a decree that banned an efficiency-
enhancing form of transaction.

3.4. IBM (1952)

The 1952Section 2case brought by the DOJ against IBM has many similarities
to theUnited Shoe Machinerycase. IBM dominated the “tabulating machine”
business and the related business of tabulating cards, or “punch cards,” long before
the commercial development of the computer. It only leased these machines; it did
not offer them for sale.

3.4.1. The Antitrust Suit
The DOJ alleged that IBM had achieved monopoly power in the business machines
market, including tabulating machines, through its lease-only policy, the tying of
service to its leasing agreements, and a restrictive patent policy. In addition, IBM
allegedly enjoyed monopoly power in tabulating cards, which it maintained in part
through discriminatory pricing and tying cards to machines. The complaint claimed
that IBM had a 90% share of tabulating cards sold in the United States. Although
much of the complaint was addressed to IBM’s position in tabulating machines
and tabulating cards, the government’s complaint addressed IBM’s position in all
business machines, including the burgeoning electronic data processing machines,
i.e. computers.

3.4.2. The Decree
IBM settled the case in 1956 by agreeing to offer its machines for sale at a
reasonable relationship to its lease rates, limit leases to a period of one year,
and to refrain from tying service or cards to the lease of its machines. IBM also
agreed not to buy used machines and to offer its patents at reasonable royalties. In
addition, IBM was required to offer its data processing services from a separate
“service bureau” subsidiary56 and divest some of its card manufacturing capacity
if its share of this market had not fallen to 50% or less by 1962. Since its share of
tabulating card sales had fallen to only 53% by the required date, some divestiture
was required. In 1963, therefore, IBM sold rotary presses capable of producing
about 3% of industry output.

3.4.3. Effects of the Decree
By 1962 the computer was rapidly replacing tabulating machines. Since IBM was
using some of the same leasing and tying practices in selling computers as the



Injunctive Relief in Sherman Act Monopolization Cases 299

antitrust case was being litigated, the decree also required IBM to abandon its
reliance on long-term leasing and its tying practices in the sale of computers.
Given the sharp rise in computer sales after 1956, the effect of the decree should
be assessed in terms of its effect on the computer market. We begin, however, with
a discussion of the effects on the price of tabulating cards.

Baldwin (1969, p. 137)contends that the decree worked because it led to
an increase in price competition for tabulating cards between 1959 and 1966.
Waldman (1978, p. 134), however, shows that card prices actually rose after the
decree, partly because IBM wished to induce entry so that it could comply with
the decree’s requirement that it reduce its market share in cards to 50% by 1962.
Neither Waldman nor Baldwin compares the subsequent decline in tabulating card
prices with the general decline in paperboard prices between 1959 and 1966.57

Given the decline in prices of the feedstock for producing the cards, it is difficult
to attribute even the decline in tabulating card prices to the decree.

Much more important was the effect, or lack of effect of the decree on the
computer market. Even if the decree led to greater competition in tabulating cards,
Walkman claims it was a failure because the new firms that entered the business
machine market after the decree failed to achieve sustainable profits and could not
wrest market share from IBM. At the time that the 1952 case was brought, IBM
was not even in the computer market. Its first commercial machine was offered
for lease in April, 1953, two years after Remington Rand introduces Univac I
(Waldman, 1978, p. 134).

Even though it initially lagged behind Remington in offering computers, IBM’s
share of electronic data processing equipment’s installed sales base increased
steadily after 1955 even with the restrictions imposed by the decree (Waldman,
1978, p. 139). IBM’s revenues soared and its rate of return on equity remained
very high. Nor is there any evidence that the new entrants affected the prices
of IBM’s machines, but such evidence would be difficult to muster given the
rapid rate of technical change in this sector and the need to adjust prices for the
changing performance of these machines.

The absence of evidence that this extensive decree had any favorable effects on
competition in the electronic data processing machines sector as it evolved from
tabulating machines to computers is particularly troubling because this failure
soon led to further antitrust litigation in the form of private antitrust suits and
another major DOJ investigation. Indeed, IBM vaulted to a dominant position in
mainframe computers during this period, leading the DOJ to file anotherSection 2
case against the company in 1969. This latter case was eventually dropped in
1982, in no small part because the market had changed again.58

If there is a lesson in the antitrust actions against IBM it is that federal antitrust
actions lagged market developments and conduct remedies did not catch up with
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these developments. The replacement of tabulating machines by computers was
well under way when IBM settled the first case, and IBM was losing its market
power in computers in 1969–1982 to upstart firms offering mini-computers and
personal computers. Competitive forces eroded IBM’s position, leaving antitrust
at the gate.

3.5. United Fruit

The banana industry in Central America was the setting for one of the more
notorious stories in United States business history. The rise and fall of the United
Fruit Company is sprinkled with tales of political intrigue, corruption, U.S.
military intervention, and – ultimately – revolution.59 In 1954, the DOJ brought
an antitrust suit, alleging that United Fruit controlled such a large share of the
arable land in Central America that it had been able to monopolize the importation
of bananas to the United States.60

3.5.1. The United Fruit Company
The United Fruit Company was formed in 1899 from a combination of two U.S.
companies, which in turn acquired a number of other companies with operations in
Colombia, Honduras, and Costa Rica in the same year. The company subsequently
expanded into Guatemala, Nicaragua, and to a minor extent, Panama. United Fruit
made numerous other acquisitions of firms involved in the banana trade, including
competing banana producers, Central American railway companies, steamship
companies and distributors.

Through these myriad purchases, United Fruit accounted for more than 50% of
bananas imported into the United States in 1928. Between 1935 and 1953, United
Fruit’s share of U.S. banana imports by weight allegedly averaged 63%, and its
share by weight was 64.8% in 1953, the year before the Sherman Act case was
filed.61 United owned or controlled approximately 73% of the banana-carrying
ships serving the U.S. and 85% of the refrigerated capacity in these ships. The
company allegedly controlled 85% of banana-growing land in the “American
Tropics.”62

3.5.2. The Antitrust Suit
United Fruit’s sizable share of the importation of bananas into the U.S. attracted
the attention of the DOJ. Although United Fruit’s share of the relevant market,
imported bananas, was somewhat lower than that of earlier monopolization cases,
such asAmerican Tobacco, Standard Oil, andAlcoa, United had engaged in a
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variety of business practices that would strengthen the government’s case, brought
under bothSections 1 and 2of the Sherman Act.

The DOJ alleged that United Fruit had acquired control over the supply of
bananas to the United States through its purchase of rivals and acquisition of
land in Central America. The government’s case contains frequent mention that
Ecuador was one country where United Fruit did not enjoy a dominant position.
As we shall see, this turned out to be an important exception.

The DOJ contended that United Fruit solidified and exercised its market power
by controlling transportation and distribution facilities as well. It also contended
that United even engaged in episodes of predatory pricing. While the government
complaint provided no evidence on prices, it alleged that:

United’s prices have consistently remained stable and firm through periods of variation in supply
and demand and periods of variation in business activity and prosperity. United has been able
to set its prices without regard to those quoted by any other importer.63

In short, through vertical integration, acquisitions, and exclusive dealing, United
Fruit was seen by the government as a long-lived monopolist that would not be
dislodged by market forces.

The case never went to trial. The Amended Complaint was filed in 1956, and
the government and United Fruit entered into a consent agreement in 1958.

3.5.3. The Decree
The Final Judgment, or decree, was entered in 1958, providing the government with
far-reaching injunctive relief.64 United Fruit was barred from entering into exclu-
sive dealing arrangements and from acquiring any business involved in the impor-
tation of bananas into the United States. The company also was to close its Banana
Selling Corporation, which had processed and ripened bananas in the United
States. It could continue to process and sell imported ripe bananas. United Fruit
also was forbidden to enter into any agreement with its competitors for the sale of
bananas in the U.S. or to have a joint-ownership interest with its competitors in any
company that imports or distributes bananas. A number of other provisions barred
a variety of United Fruit’s allegedly predatory or monopolistic business practices.

The strangest provision of the decree required United Fruit to assist in the
formation of a new competitor by 1966. This “New Company” was to be provided,
by United Fruit, with sufficient producing lands, ships, terminal facilities, and
even liquid assets to allow it to supply 9 million stems of bananas per year to the
United States, about 18% of the stems supplied in the year before the complaint
was brought. There was no provision for a waiver of this requirement if market
conditions did not require additional competitors by 1966.



302 ROBERT W. CRANDALL AND KENNETH G. ELZINGA

3.5.4. The Banana Market Before and After the Decree
The Complaint in this case did not explicitly define a relevant market. Rather it
implicitly assumed that the importation of bananas into the U.S. was a stand-alone
market. Left unexplored was whether the relevant market should have included
other fruits.

In the first half of the 20th century, the U.S. obtained its bananas almost
entirely from Central America and South America. The only major competitor
facing United Fruit in Central America was the Standard Fruit Company,
which accounted for roughly 15% of U.S. imports in 1953. Standard had major
operations in many of the same countries where United Fruit operated.

After World War II, United Fruit’s position in the banana market began to
weaken for a number of reasons. The company faced substantial political instabil-
ity in many of the countries in which it operated. Its workers began to organize and
eventually went on strike in 1954. In addition, United Fruit could not control the
most rapidly-growing source of bananas, Ecuador, because Ecuador’s government
refused to allow foreigners to own banana-producing land in that country.

Beginning in 1950, Ecuador’s banana output began to soar. By 1957, Ecuador
was exporting twice as many bananas as any Central American country (see
Fig. 3).

On the supply side, United Fruit was beginning to lose control of the sources
of supply to the U.S. market even before the antitrust suit was filed.

The rise of Ecuador as a source of independent supply affected U.S. banana
prices. AsFig. 4 shows, the real price of bananas soared after 1939 as the war
effort reduced the availability of transportation for shipping bananas from Latin

Fig. 3. World Banana Exports, 1947–1970.Source:Frank T. Ellis (1978, Table 52, p. 246).
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Fig. 4. The Real Consumer Price of Bananas, 1939–1970.Source:U.S. Bureau of Labor
Statistics,Consumer Price Index.

America. But the price began to decline steadily in 1950 as Ecuadorian supply
began to rise. This same year, four years before the complaint was filed, the world
supply of bananas began to rise sharply (seeFig. 3). Not only was United Fruit
losing its grip on the supply of bananas in Central America, but Central America
was in decline as a source of the world’s bananas. It would not rebound until the
mid-1960s when two new entrants appeared (Ellis, 1981, p. 76).

The decline in U.S. banana prices occurred as U.S. imports of bananas were
declining. AsFig. 5shows, total banana imports fell rather substantially between
1947 and 1956 despite the decline in prices. Apparently, at the time bananas were
an “inferior” good, whose consumption declined when income rose strongly.

According to recent studies of United Fruit, it had already begun exiting
the production of bananas immediately after World War II because of Wall
Street’s perception of the risks of remaining in Central America (Bucheli, 2001a,

Fig. 5. U.S. Banana Imports, 1947–1960.Source:U.S. Department of Commerce.
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Chapter III). Political upheavals and labor unrest were at least two major causes of
United Fruit’s disquietude. Labor problems began as early as 1949 in Guatemala,
Colombia, and Costa Rica. In 1951–1952, United Fruit suffered a labor strike in
Guatemala followed by a ten-week strike in Honduras in 1954 where some of its
lands were expropriated by a revolutionary government. In 1959, its Costa Rica
workers struck, and Fidel Castro expropriated its lands in Cuba.

Anticipating these problems, United Fruit had reduced its land holdings sharply
during the years immediately following World War II (Bucheli, 2001b). Its profits
rose immediately after World War II, but then began to plummet in 1950, the
same year that Ecuadorian exports began to rise (seeFig. 6). The antitrust decree
may have accelerated this decline, but it surely did not initiate it.

3.5.5. Conclusion
In United States v. United Fruit, the antitrust remedy lagged behind market devel-
opments. The decree was imposed after U.S. banana prices began to decline and
after competition in the supply of bananas had begun to accelerate, particularly
in the form of imports from Ecuador. By the time the decree was entered, United
Fruit’s net income had fallen by more than two-thirds from its 1950 peak to a scant
$20 million, and the company was well on the way to withdrawing from banana
production before the case was decided. The DOJ’s suit might have made sense in
the 1930s or 1940s, but by 1958 it was simply judicial piling-on.

3.6. Eastman Kodak (1954)

In the 1880s, George Eastman pioneered the development of a camera that could be
used by amateur photographers. By 1904, he had established a dominant position
in the sale of film, film cameras, and photographic paper (Kadiyali, 1998, p. 91).
The company he founded, Eastman Kodak, has been the leading manufacturer of
photographic film in the U.S. for about 100 years.

3.6.1. Amateur Photography
The amateur photography industry is a “mosaic” of interconnected markets:65

cameras, film, photofinishing, and photofinishing supplies. The interdependence
among these markets and the strategic role of film in amateur photography are
crucial to the understanding of Kodak’s early market position in the amateur
photography industry.

Cameras, film, and photofinishing are interdependent in two ways. First,
because they are complements, the demands for cameras, film, and photofinishing
are dependent on the price and availability of each other. Second, and just
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Fig. 6. United Fruit Company Profits, 1942–1965.Source:Company Reports to the Securities and Exchange Commission as reported
in Moody’s Industrial Manual.
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as important, a photograph requires that cameras, film, and photofinishing be
technically compatible with each other.

The photography industry is functionally organized around film: film dictates
the compatibility requirements that affect the design of cameras and of photofin-
ishing technology and the specifications of photofinishing inputs (photographic
paper, chemicals, and photofinishing equipment). The central role of film in ama-
teur photography therefore allows the film manufacturer to affect the interrelated
sectors of cameras and photofinishing. A firm with monopoly power in the film
sector potentially could extend its market power to the camera and photofinishing
sectors. The importance of film technology is reflected in the fact that Kodak
never licensed its film technology, even though it occasionally licensed its camera
technology.66

3.6.2. Kodak’s Market Share
Kodak controlled 90% of the U.S. film market as early as 1904, and 88% in 1915.
In 1932,Forbesestimated that Kodak’s share of U.S. film sales was 84%. Over the
period 1958–1976, Kodak still accounted for 86% of film sales, 68% of camera
sales, and 89% of color photographic paper sales.67

Kodak pursued an aggressive research agenda, patenting new inventions that
kept it ahead of rivals and potential entrants. “By the time rivals found ways
around the current technology, Kodak was on to the next technology, which would
also be protected by another patent.”68 In addition, in its formative years, Kodak
acquired potential rivals. Between 1895 and 1899, for example, Kodak purchased
three companies (American, Blair and Boston) that made cameras as well as film
and were threats to Kodak’s film monopoly (Brock, 1981, p. 21).

3.6.3. The Antitrust Case
From its inception until the 1950s, Kodak had marketed its film at a price that
included Kodak processing and printing. Kodak’s large share of amateur film sales
was thus extended into photofinishing through the tying arrangement. Its market
position in photofinishing was further secured by Kodak’s refusal to sell paper and
chemicals required to finish its films to independent photofinishers (Brock, 1981,
p. 362).

3.6.3.1. The complaint.The DOJ filed suit against Kodak underSections 1–3
of the Sherman Act in December 1954. The complaint contended that Kodak’s
monopoly power in color film was sufficient to foreclose competition in the
photofinishing sector. But instead of attacking the source of Kodak’s monopoly
power, namely, its supremacy in the production and sale of color film, the DOJ
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focused its complaint on Kodak’s practice of tying photofinishing to the sale of
film. The complaint charged that:

Purchasers of Kodachrome and Kodacolor film have been required to pay monopoly prices for
the processing of Kodachrome film and monopoly prices for the developing and printing of
Kodacolor film. . . [and] have been denied the advantage of faster local processing, developing,
and printing service.69

Kodak marketed its film at prices that included all charges for processing at its
Color Processing and Printing (CP&P) division and required resellers of its films
to do the same. This was alleged to have completely foreclosed competitors from
processing Kodak film.70

3.6.3.2. The decree.In 1954, the DOJ and Kodak negotiated a consent decree
before the case went to trial. The government had sought the divestiture of Kodak’s
nine processing plants, but it settled for substantially less. The remedy required
Kodak to exclude photofinishing charges from its film price and to license its
patents in photofinishing technology. In addition, Kodak was to reduce its share
of the photofinishing market to 50% or less by 1961 or else divest some of its
photofinishing plants.

The decree also required Eastman to cancel its “fair trade” – or resale price
maintenance – contracts requiring retailers to sell the film at a price specified by
Kodak. Kodak also was enjoined from entering into similar contracts to control
the price of its color film or print material sold to third parties.71

In addition, the judgment imposed on Kodak an obligation to:

� Grant licenses to applicable patents at reasonable royalties;
� Make available manuals describing its commercial color film processing tech-

nology, and to bring out annual supplements for seven years;
� Upon request, send a technical representative to any recipient of a manual to

assist in using the methods set forth in the manual;
� Upon request, permit the recipient to visit the Kodak processing plants for the

purpose of observing and being advised as to the methods, processes, machines,
and equipment used there.

Kodak also was required to sell materials it used or manufactured that were
necessary for processing its amateur color film, and to make available the
company’s plans and specifications relating to machines and equipment used in
the commercial processing of its amateur color film.72

Seven years after the effective date of the judgment, Kodak would be required
to divest itself of sufficient facilities to reduce its share of the domestic capacity
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for processing its still color film to 50% or less. This requirement could be
waived if Kodak could show the court that purchasers of its still color film had
an option to have such color film processed by an independent processor and
that any independent processors were then processing a substantial volume of
Kodak-made still film.73

3.6.4. The Effects of the Decree
To assess the effects of the decree, one could analyze the changes it caused in the
structure of the markets for photofinishing and for film. If the decree had the effect
sought by the DOJ, it should have led to a lower price than consumers paid for the
combined product.

3.6.4.1. Photofinishing.Soon after the entering of the conduct remedy, there was
a wave of entry into photofinishing. Kodak’s share of U.S. color film photofinishing
declined steadily from 96% in 1954 to 11% in 1975 (seeTable 8). In 1961, there
were 458 independent photofinishers; in 1977, there were 2,177 (Brock, 1981,
pp. 99–101). Despite the decline in its market share, however, Kodak’s Color
Processing and Printing (CP&P) remained the largest photofinisher in the market
(Brock, 1981, pp. 99–101).

By 1961, Kodak’s market share in the photofinishing industry had fallen to
29%. Therefore, on August 15, 1961, the court ruled that Kodak had complied
with the provisions of the decree, and the company avoided a divestiture of some
of its color print processing facilities.74

3.6.4.2. Film sales.If Kodak derived its control in the photofinishing sector from
its market power in the film sector, the decree would not necessarily have much

Table 8. Kodak’s Share of Photofinishing.

Year % Color Film Year % Color Film

1954 96 1965 24
1955 1966 23
1956 69 1967 22
1957 57 1968 19
1958 45 1969 18
1959 38 1970 17
1960 33 1971 15
1961 29 1972 14
1962 29 1973 12
1963 27 1974 12
1964 25 1975 11

Source:Brock (1981, p. 103).



Injunctive Relief in Sherman Act Monopolization Cases 309

effect on Kodak’s position in the sale of color film. On the other hand, if Kodak’s
position in the film market derived in part from its control of photofinishing, the
decree might have reduced entry barriers in the production of color film. Baldwin
argues the latter proposition and points to a slight decline between 1954 and 1963
in Kodak’s sales as a share of total shipments in “Photographic Equipment and
Supplies” as reported by theCensus of Manufactures.However, he acknowledges
that there was no change in the four-firm concentration ratio in this industry during
this period (Baldwin, 1969).

A more recent study finds that Kodak maintained a large share of U.S. color
film sales until 1980, enjoying upwards of 80% of the color film market through
the 1970s (Kadiyali, 1985, p. 92). Clearly, the decree had little impact on Kodak’s
U.S. market share in film (seeTable 9).

3.6.4.3. Kodak’s sales and profits.Kodak’s continued leadership position in film
sales, its integration across the film and photofinishing sectors, and the perfect
complementarities between film and photofinishing could have allowed Kodak
to continue to operate as profitably as before. Indeed the evidence supports just
such a theory. If Kodak had monopoly power in the sale of film, it might be able
to extract as much monopoly rent from film as it was extracting from both film
and photofinishing before the decree.75 Indeed, the evidence supports just such
a theory. Kodak’s real sales and operating profits continued to grow rapidly after
1954, suggesting that the decree did not have a major impact on its profitability.
Multiple regression analysis of both sales and real operating profits for the period

Table 9. Kodak’s Share of Amateur Photographic Film Sales.

Year Film Rolls Year Film Rolls

1955 84 1968 90
1956 84 1969 89
1957 85 1970 87
1958 86 1971 88
1959 86 1972 87
1960 86 1973 87
1961 83 1974 87
1962 82 1975 86
1963 82 1976 86
1964 82 1977 80
1965 85 1978 80
1966 88 1979 80
1967 91 1980 80

Source:Kadiyali (1998).
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Fig. 7. Kodak Sales as a Share of Total Shipments of Photographic Equipment
and Supplies.Source:U.S. Bureau of the Census,Census of Manufactures; Kodak

Annual Reports.

1950–78 finds no significant change in the trajectory of either variable after 1954,
a result that suggests that Kodak was able to recoup any lost revenues or profits
from finishing through higher film prices.76

Further corroboration of the absence of an effect on Kodak’s profitability is
available fromCensus of Manufacturesdata for SIC 3861, “photographic equip-
ment and supplies.” Kodak’s sales as a ratio of all shipments reported by the Census
for SIC 3861 declined more slowly after 1954 than in 1950–1954 (seeFig. 7).
Nevertheless, they remained very large relative to total SIC 3861 shipments.77

In addition, the price-cost margin for all of SIC 3861 actuallyroseafter 1954,
after remaining constant in 1950–195478 (seeFig. 8). This suggests that Kodak,
with a large and slowly declining share of the sales of all photographic equipment
and supplies, may have actually enjoyed somewhat more pricing discretion after
the decree. This conclusion is reinforced by the movement in the price-cost margin
for Kodak, based on its annual financial reports, also shown inFig. 8. Although
Kodak’s margin does not rise as rapidly as the margin for industry 3861, it
does rise.79

3.6.4.4. Prices.There are no official consumer price indexes for photographic
film prior to 1959, but the overall price of photographic film and photofinishing
does not appear to have been affected by the consent decree in 1954.Figure 9
shows the real chain-type Personal Consumption Expenditure deflators for film
and developing that are available from 1959 forward. These indexes show that the
price of film was stable until 1964 and the price of film developing stable until
1968. The decline in prices of film and film developing began at least 10 years
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Fig. 8. Price-Cost Margin in Photographic Equipment and Supplies, SIC 3861, and
Eastman Kodak.Source:U.S. Bureau of the Census,Census of Manufactures: Kodak

Annual Reports.

Fig. 9. Real Chain-Type PCE Deflators for Film & Supplies, Film Developing –
1959–2000.Source:Bureau of Economic Analysis, Department of Commerce.
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Fig. 10. Real Producer Price Indexes for Photo Equipment and Supplies.Source:Bureau
of Labor Statistics. Both price series are deflated by the PPI for all commodities.

after the decree. These patterns suggest that the remedy did not have a discernible
impact on the market price for photographic film and photofinishing.

More extensive data are available on thewholesaleprices of photographic
equipment and supplies (seeFig. 10). If breaking Kodak’s hold on the finish-
ing market had increased competition for a variety of photographic supplies,
including film, one might observe a decline in the real wholesale price trend for
photographic supplies after 1954. However,Fig. 10shows that these prices rose
by 13% between 1954 and 1964, fluctuated somewhat for the next four years, and
then began to decline steadily.

The declining prices of film and photofinishing after 1964 are consistent
with declining costs of producing film and photofinishing. Rapid technological
advance has been the norm in the photographic equipment and supplies industry,
and prices would tend to reflect this advance regardless of the industry’s market
structure. Indeed, Kodak’s price-cost margin actually increased for more than a
decade after 1954. If the lower market prices were a result of the decree, Kodak’s
margins would be expected to decline.

3.6.5. Conclusion
The 1954 antitrust action was the second that the DOJ filed against Kodak. The
first one, in 1915, attacked Kodak’s monopoly status in all sectors of the amateur
photographic industry. The DOJ won the suit and had sought structural remedies
against Kodak. The decision was being appealed when the United States entered
WWI and Kodak was literally “saved by the war.”

The 1954 conduct remedy resulted in hundreds of independent photofinishing
firms entering the market. As a result of Kodak’s continued dominance in the sales
of film, however, the survival of independent photofinishing firms still depended



Injunctive Relief in Sherman Act Monopolization Cases 313

on their ability to finish Kodak film. Consequently, independent photofinishers
remained dependent on Kodak, and Kodak remained their sole supply of technical
information on how to process Kodak film.

The price indexes for film and photofinishing began to decline in the 1960s.
But this appears to be due to technical progress, not to any discernible effects of
the decree. The industry price-cost margin for the manufacture of photographic
equipment and supplies actually rose after the decree, suggesting that costs
declined even more rapidly than prices in this sector in the 1960s. The decree
could not have been responsible for the decline in film prices because the decree
did not address film manufacture.

The stock market discounted this benign impact of the conduct remedy. In the
first month after the entering of the decree, Kodak’s stock had an excess return
of a negative 1.6%. However, within six months, this excess return had become
a positive7.1%. Investors predicted that the remedy would not reduce Kodak’s
returns, a prediction that proved to be correct. In conclusion, it would appear that
this extensive conduct remedy had little effect on Kodak or its customers. There is
no evidence that consumers benefited from lower prices of film or photofinishing
as the result of the decree.

3.7. The Safeway Case

Grocery retailing in the United States underwent major changes in the middle of
the 20th century. In the 1920s, the nation’s first and, at the time, largest “super-
market” chain, The Great Atlanta and Pacific Tea Company (A&P), integrated into
food wholesaling, bypassing independent food wholesalers. After World War II,
supermarket chains began to replace smaller, independent food retailers. In the
process, these chains engaged in a variety of low price, high volume marketing
strategies to woo customers. This attracted the attention of antitrust authorities,
who were concerned that such “predation” would drive smaller firms from the
market, thereby increasing concentration in food retailing. Safeway Stores was
one of the chains to attract the attention of the DOJ in the 1950s.

3.7.1. Food Retailing
A&P had begun to operate a large number of stores in the New York area in the late
1800s, but it did not grow rapidly until the World War I era. By 1921, it operated
over 5,000 “economy” stores throughout the country, and by the mid-1930s it
was opening large numbers of “supermarkets.” Nevertheless, A&P did not capture
much more than 10% of national grocery sales through 1936 (Adelman, 1959,
Chap. I and II). Even 18 years later, local grocery markets weren’t concentrated.
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The average four-firm concentration ratio in the country’s urban markets was still
only 45% in 1954. As recently as 1972, single store operators accounted for 52%
of the retail food sales (Grinnell, 1978, p. 17).

In the years following 1954, concentration in food retailing increased as
the national chains slowly displaced smaller, local food stores. Even as late as
1977, however, the average (weighted) 4-firm concentration ratio in the nation’s
Standard Metropolitan Statistical Areas was only slightly more than 53%, and the
(unweighted) average Herfindahl-Hirschman Index (HHI) of market concentration
was only about 1130 (Parker, 1986, Tables 3–8 and 4–1). Grocery retailing had
become more concentrated, but was not highly concentrated despite the growth
of large national chains.

3.7.2. The Antitrust Suit
The antitrust authorities’ concern over the growth of food retailing chains and its
ramifications for the continuation of the small, independent food store dates back
at least to the 1930s. Adelman provides the details of the passage of the Robinson
Patman Act in response to A&P’s vertical integration and the government’s 1939
decision to bring a case against A&P alleging violation ofSections 1 and 2of the
Sherman Act.80

These actions did not stem the growth of national supermarket chains. As
a result, the government pressed a variety of other antitrust suits, ostensibly
designed to prevent increases in concentration in grocery retailing. One of these
was aSection 2case filed against Safeway Stores for attempting to monopolize
the retail food trade in certain parts of Texas and New Mexico.81

The DOJ complaint in this case is remarkable for its brevity. It did not allude
to any evidence that Safeway had market power in the two regions singled out
in the case – Safeway’s Dallas and El Paso Divisions. The complaint simply
asserted that Safeway had 150 stores in these two regions and that Safeway was
the “dominant retailer of food and food products” there. The offenses alleged
to constitute a violation ofSection 2of the Sherman Act were the fixing of
market share “quotas” or goals for its managers in these regions and engaging in
“price wars.” Price wars were simply the pricing of various items below “invoice
cost,” selling some items at prices below the prices realized in other cities, and
sustaining losses in some stores. Safeway’s low price policy stemmed from its
policy not to issue trading stamps. When important competitors began to use
trading stamps to attract customers, Safeway elected to meet this marketing ploy
by lowering retail prices, in so doing attracting the attention of the DOJ.

The case did not go to trial. Instead, it was settled by a consent decree in 1957 in
which Safeway agreed not to sell items at unreasonably low prices or below those
in its other stores “for the purpose of attempting to monopolize or monopolizing
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the sale of food or food products. . . or for the purpose or with the natural
or probable effect of destroying competition oreliminating a competitor.”82

(emphasis supplied) This decree applied not only to Safeway’s operations in the
two regions that were the focus of the complaint, but to the company’s activities
in the rest of the country. It was not terminated until November 30, 1983. For
more than 25 years, Safeway operated under a decree that limited its ability to
cut prices if such price cuts would result in the elimination of a competitor. As a
result of the decree, Safeway became a follower of pricing initiatives by its rivals,
rather than a first-mover (Supermarket News, 1978, pp. 1, 36).

3.7.3. The Impact of the Decree
It is difficult to assess the impact of this decree on competition in grocery retailing,
grocery chain margins, or the price of groceries to consumers because the decree
did not apply to other grocery chains. Safeway’s total sales in 1957 were $2 billion,
or only about 5% of grocery store sales in the U.S. (International Directory of
Company Histories, 1999, p. 417). Between 1948 and 1977, Safeway increased
its position from the second largest national grocery chain to the largest, notwith-
standing the decree.83 On the other hand, other large grocery chains may have
believed they too were on notice because of the decree to avoid aggressive price
cutting to increase market share. One can only conjecture about such an effect.

As mentioned above, concentration in grocery retailing continued its slow,
inexorable rise as large national chains and looser confederations of independent
stores replaced the smaller retailers. The average size of grocery stores increased
as supermarkets replaced smaller stores. Grocery chains continued to integrate
backward into food processing and manufacturing.84

The growth of integrated national grocery chains was associated with an in-
crease in the average gross margins of food chains between 1950 and 1965, which
abated thereafter.85 Much of this rise may have been a reflection of the increase in
vertical integration over the period, because the after-tax return on stockholders’
equity for food retailing companies fell steadily from 9.0% in the 1950s to
7.5% in 1972–1976. The average return for other retailing companies rose from
slightly less than 5–8% over the same period.86 Thereafter, the average return on
stockholders’ equity rose in both categories.87 The decline in grocery retailing
profitability between 1950 and the early 1970s reflected the increase in competi-
tion among large national chains vying for market share. Safeway’s growth may
have been impeded by the restraints imposed on it by the decree, but apparently
price competition was quite strong in food retailing despite the Safeway decree.

One reason theSafewayremedy did not measurably thwart price competition
in the grocery industry more than it did is because the consent decree did not
seem to reduce price competition and promotions on the part of Safeway’s rivals.
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Faced by competitors who had adopted EDLP (everyday low price) strategies, or
rivals who used rifle shot promotions on selected product lines, Safeway took the
position it was permitted to match these low prices without running afoul of the
decree. The conduct remedy in theSafewaycase would have been unfortunate for
consumers had it applied to Safewayand its major rivals.

Between 1958 and 1977, there was virtually no increase in the share of U.S.
grocery sales accounted for by the 20 largest chains, but there was considerable
volatility in the market shares of individual companies. This lack of increase has
been attributed to aggressive antitrust policy particularly with respect to mergers.
In 1958, the DOJ filed a Clayton Act suit against the merger of Shopping Bag Food
Stores and Von’s Grocery Company, grocery chains in Southern California with
a combined 7.5% of the Los Angeles area grocery market. The DOJ succeeded in
preventing this merger in part because the number of single-store groceries in the
Los Angeles area had fallen from 5,365 to 3,818 between 1950 and 1961.88 This
approach to assessing the effect of mergers was upheld by the Supreme Court
well into the 1970s.

Despite vigorous anti-merger policy, concentration in grocery retailing in-
creased moderately throughout the 1960s and 1970s.89 The share of grocery sales
accounted for by small, single store companies declined, but the margin between
retail grocery prices and wholesale processed food prices did not change. The
movement in the Consumer Price Index for “Food at Home” is virtually identical
to the movement in the Producer Price Index for “Processed Foods” for the fifteen
years following the entering of the Safeway decree, 1958–1972 (Fig. 11).90

Neither the announcement of the filing of the case nor the entering of the
conduct remedy had a deleterious effect on the value of Safeway common equity

Fig. 11. Real Consumer and Producer Price Indexes for Food 1947–1977.Source:Bureau
of Labor Statistics,Consumer and Producer Price Indexes.
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shares. In the first month after the filing of the case, Safeway shares had a positive
excess return of 8.7%. Even after six months, the cumulative excess return was
8.7%. The entering of the conduct remedy was greeted by a negative excess return
on Safeway shares of 4.8%, but after six months the cumulative excess return
was a positive 8.4%. The financial markets did not view the antitrust remedy as
a threat to Safeway’s future returns.

3.7.4. Conclusion
The Safeway case and numerous other antitrust cases in the 1940s and 1950s did
not achieve their goal of reversing the decline in the role of the independent, single-
store grocery company. Despite this failure, the profitability of grocery chains did
not increase and retail food prices did not rise relative to wholesale prices. Indeed,
when the Safeway conduct remedy was terminated in 1983, the DOJ essentially
admitted that the case had been a mistake from the outset:

When this case was filed, the Departmentapparently believedthat Safeway threatened to achieve
monopoly power in the retail grocery business through predatory activity. The resulting Final
Judgment enjoined a variety of business practices, some of which may be illegal, but others of
which can belegitimate and desirable methods of competition.91 (emphasis added)

3.8. The General Motors Bus Case

In the years following World War II, General Motors (GM) enjoyed a prominent
position in the sale of many types of motor vehicles, including transit and intercity
buses. Its large share of domestic bus production attracted the attention of the
DOJ, which filed a Sherman Act case against GM in 1956, alleging that GM had
monopolized the manufacture of intercity and transit buses.92

3.8.1. The Role of the Bus in the United States
There are three major types of buses, but only transit and intercity buses were
included in the DOJ’s Sherman Act suit against GM. These buses are of “integral
construction,” i.e. the body and the chassis are constructed as one unit. School
buses, which have a body-on-chassis construction, were excluded from the antitrust
case.

Transit buses are designed for urban service at low speeds with frequent
stops; they have lower floors for greater accessibility and wider aisles for greater
passenger capacity. Intercity buses are designed for lengthy trips; they have high
floors, narrow aisles, comfortable seats, luggage racks, and a toilet.

Transit and intercity buses are traditionally manufactured on an assembly line
that produces about five units per eight-hour shift. These assembly lines may also
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produce other vehicles, such as motor homes. Given the small scale of production,
many of the required components are purchased from independent suppliers or
produced by a company’s parts division for a variety of other vehicles, including
trucks.

The demand for transit and intercity buses has varied greatly over time,
responding to trends in bus ridership and public financing of transit systems.
During the latter years of World War II, bus production declined substantially as
production facilities were diverted to the war effort (seeTable 10). After the war,
production surged as transit systems sought to replace old transit buses that had
depreciated during the war. Bus production rose to 12,000 units in 1947, a level
that would not be achieved again in the next four decades.

Table 10. Number of Transit Buses Delivered by U.S. Bus Manufacturers to
Transit Authorities: 1940–1991.

Year Buses Delivered Year Buses Delivered

1940 3,984 1966 3,100
1941 5,600 1967 2,500
1942 7,200 1968 2,228
1943 1,251 1969 2,230
1944 3,807 1970 1,442
1945 4,441 1971 2,514
1946 6,463 1972 2,904
1947 12,029 1973 3,200
1948 7,009 1974 4,818
1949 3,358 1975 5,261
1950 2,668 1976 4,745
1951 4,552 1977 2,437
1952 1,749 1978 3,805
1953 2,246 1979 3,440
1954 2,225 1980 4,572
1955 2,098 1981 4,059
1956 2,759 1982 2,962
1957 1,946 1983 4,081
1958 1,698 1984 3,894
1959 1,537 1985 3,367
1960 2,806 1986 3,379
1961 2,415 1987 4,224
1962 2,000 1988 3,548
1963 3,200 1989 4,960
1964 2,500 1990 4,779
1965 3,000 1991 4,722

Source:American Public Transit Association (APTA) Transit Fact Book, various years.
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Growth in the use of the personal automobile and an expansion of the nation’s
highway system in the 1950s placed substantial downward pressure on the demand
for buses. In the four years immediately preceding the filing of the GM antitrust
suit, transit bus deliveries barely averaged 2,000 per year, or less than 6 buses
per day.

With the increase in oil prices in the 1970s, bus ridership increased, as did the
demand for buses. In the 1970s, the Urban Mass Transportation Administration,
which was established in 1965, provided an 80% subsidy for transit-system capital
purchases. These federal grants increased the demand for buses significantly.
Between 1965 and 1980, the average annual deliveries of transit buses increased
by about 40% over their average in the 1950s.

3.8.2. Competitors in Transit Bus Manufacture Before 1956
During the 1930s and 1940s, a large number of companies built buses, but there
were five major manufacturers: GM, Fageol Twin Coach, Mack Trucks, A. C. F.
Brill, and White Motor Co. About 6,000–8,000 transit buses were sold each
year in the U.S. in the 1930s and early 1940s.93 After the temporary spike in
production in the late 1940s, annual bus sales fell precipitously, inducing a number
of producers to close or sell their assets to competitors. A. C. F. Brill and White
Motors exited the market in 1953. Fageol transferred its bus operations to Flxible.
Mack Trucks decided to exit the market when GM introduced its “New Look” bus
in 1959. As a result, by the mid-1950s, GM dominated the transit and intercity
bus manufacturing market, accounting for 80% or more of sales.94 GM and its
only competitor, Flxible, were the sole producers of “New Look” transit buses
throughout the 1960s.

3.8.3. The Antitrust Complaint
GM was charged with monopolizing the manufacture and sale of transit and
intercity buses in a civil antitrust complaint filed by the DOJ in 1956. The
complaint alleged that GM accounted for at least 65% of all buses delivered in the
U.S. between 1952 and 1955. Moreover, it claimed that between 1925 and 1955
more than 20 manufacturers of buses had withdrawn from the manufacturing
business, and no entry had occurred since 1946.

The complaint charged GM with:

� Pressuring other manufacturers to discontinue bus production;
� Acquiring the power to control bus operating companies and imposing require-

ments contracts on them;
� Inducing transit officials to issue bus specifications that favored GM;
� Having a GM officer serve on the board of a competitor;
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� Refusing to sell parts, including diesel engines and automatic transmissions, to
competitors;

� Acquiring exclusive rights to various technologies;
� Using its finance subsidiary to offer preferential rates to customers.95

The case never went to trial. GM and the government entered into a consent
agreement in 1965.

3.8.4. The Remedy
The conduct remedy that settled the case contained four provisions ostensibly
designed to reduce GM’s market power in bus manufacture. GM was enjoined
from:

� Allowing an individual owning a material share of any other bus manufacturer
or bus operating company, or any officer or director of such companies, to serve
as one of its officers or directors;

� Entering into exclusive supply contracts with any other bus manufacturer or bus
operating company concerning bus parts or buses.

GM was required to:

� Grant royalty free licenses for patents that it had on the effective date of the
decree and to license for a reasonable royalty any patents obtained during a
ten-year period following the decree;

� Sell buses to any bus operator and sell bus engines or transmissions or any other
parts to any bus manufacturer.96

The decree stipulated additional provisions in the event of certain market conditions
between the second and tenth anniversaries of the consent decree. If bus deliveries
exceeded their 1964–1965 levels substantially and no additional competitor had
entered the market (or a competitor had exited and had not been replaced by
another competitor), GM could be required to sell a physically separate U.S. plant
that manufactured a substantial number of buses.

3.8.5. The Market for Transit Buses After the Decree
GM and Flxible accounted for the overwhelming share of bus sales for most of
the 1960s. In 1965, GM accounted for 85% of transit bus shipments, and Flxible
accounted for 15% (Business Week, 1965). Flxible had introduced a copy of the
New Look GM bus in 1962 with a GM diesel engine and, as a result, was able to
sell 1,000 buses between 1962 and 1965.

Bus ridership had declined in the 1950s as many people moved to the automo-
bile as an alternative to public transportation. In the 1970s, there was a revival
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Table 11. Total Bus Passenger Rides per Year.

Year Total Passengers (Millions) Year Total Passengers (Millions)

1940 13,098 1978 7,935
1945 23,254 1979 8,461
1950 17,246 1980 8,567
1955 11,529 1981 8,284
1960 9,395 1982 8,052
1965 8,253 1983 8,203
1970 7,332 1984 8,829
1971 6,847 1985 8,636
1972 6,567 1986 8,777
1973 6,660 1987 8,735
1974 6,935 1988 8,666
1975 7,284 1989 8,931
1976 7,393 1990 8,799
1977 7,603 1991 8,575

Source:APTA Transit Fact Book, various years.

of the bus as commuters shifted to public transportation in response to the rising
price of gasoline. The increase in bus ridership inevitably increased the demand
for buses (seeTable 11).

Since 1970, the demand for new transit buses has been driven primarily by
Federal appropriations, because most new transit buses sold are purchased with
UMTA grants (Weiers & Rossetti, 1982a, pp. 1–2). As a result of the surge in
federal subsidies that followed the first OPEC oil shock, shown inTable 12, transit
bus deliveries increased from 1,442 in 1970 to 5,261 in 1975 (seeTable 10). They
then receded to less than 2,500 in 1977 before rising again after the second OPEC
oil shock (seeTable 10). Thereafter, shipments fell again until the late 1980s.
This erratic pattern in market demand growth was uncongenial for attracting new
entrants into the market.

3.8.5.1. Entry by AM General.The heightened federal commitment to public
transportation encouraged AM General (AMG), a subsidiary of the American
Motors Corporation, to enter the bus manufacturing industry in 1971. AMG built
vehicles for the government (military and postal vehicles) and thus had experience
with the government procurement process. In 1971, AMG bought a transit bus
design from a Canadian manufacturer called Flyer Industries (Weiers & Rossetti,
1982b, pp. 4–51). AMG redesigned the Canadian bus and named it “Metropolitan”
(Ohio Museum of Transportation, 2001). Under the conditions of the decree, GM
provided its Allison transmissions and Detroit Diesel supplied the bus engines
(Neal, 1974, p. 24). Actual production began in 1974.
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Table 12. Federal Transit Agency Appropriations.

Fiscal Year Total Appropriations ($000) Fiscal Year Total Appropriations ($000)

1964 8,000 1978 3,027,760
1965 65,300 1979 3,439,114
1966 135,455 1980 3,703,259
1967 130,735 1981 4,411,572
1968 125,690 1982 3,532,238
1969 175,000 1983 4,477,807
1970 176,600 1984 4,243,192
1971 600,000 1985 4,131,500
1972 900,000 1986 3,564,251
1973 1,000,000 1987 3,452,020
1974 1,010,650 1988 3,215,052
1975 1,803,330 1989 3,154,882
1976 2,360,000 1990 3,046,799
1977 2,642,072 1991 3,269,683

Source:Federal Transit Administration,http://www.fta.dot.gov/library/reference/statsum96/tableb.
html.

The three manufacturers, AM General, Flxible, and GM had roughly equal
market shares in the 1974–1975 period. GM had lost market share, but its total
shipments were virtually identical to its 1952–1955 output (Weiers & Rossetti,
1982a, pp. 3–8). Within a span of five years, GM had gone from being the market
leader to an equal player in a much larger market comprised of three companies.
AMG’s entry, however, was to prove short lived.

Under a program called Transbus, the Urban Mass Transit Administration
signed contracts with all three bus manufacturers to develop prototypes for a new
bus design based on a study by the National Academy of Engineering. The Trans-
bus design was supposed to replace the New Look design that had been used since
the 1960s. All three manufacturers built prototypes, but each declined to produce
the Transbus for business and technical reasons (Weiers & Rossetti, 1982b,
pp. 3–11).

In the meantime, both GM and Flxible produced a new bus design, called
the Advanced Design Bus (ADB), which embodied a substantial amount of the
research and development that went into the Transbus prototype. In 1976, UMTA
abandoned the Transbus concept and endorsed the ADB. Transit authorities
could now order ADB buses, which both GM and Flxible were ready to produce
in 1976.

AMG had bought its initial bus design from Flyer Industries of Canada,
purchased its engines from Detroit Diesel, and purchased its transmissions from
GM. However, the consent decree only required GM to license bus designs that

http://www.fta.dot.gov/library/reference/statsum96/table_b.html
http://www.fta.dot.gov/library/reference/statsum96/table_b.html
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were patented within ten years of the decree, a requirement that expired in 1975.
Having patented the Advanced Design bus in 1976, GM did not have to license
this design to AMG. AMG had not developed a working model by that time,
resulting in its loss of federal contracts (Automat, 1976). Lacking its own design,
AMG decided to exit the market instead of developing an ADB bus of its own.97

Flxible, on the other hand, developed its own version of the ADB and proceeded
with actual production in 1978.98 GM re-emerged as the leader in the domestic
bus manufacturing industry, capturing more than half of domestic sales by 1980.99

Other than Flxible and GMC, the only other suppliers were GM of Canada and
Flyer Industries, a small manufacturer in Winnipeg, Canada. Thus, 15 years after
the conduct remedy was launched, the structure of the industry was little changed.

The reason for the failure of competition to develop over the 1965–1980 period
is clear. The minimum efficient scale in producing transit buses was a large
fraction of the total U.S. market. As a 1982 UMTA study reported, GM and
Flxible had production capacity of about 9,000 buses per year, but orders for only
about 4,000. At this scale, the two dominant manufacturers both could not operate
efficiently. Indeed, the 1982 report concedes that “Neither GMC nor Flxible has
prospered since 1978.”100 Yet total deliveries in 1978–1982 were much greater
than in 1956–1965 when the DOJ was pressing itsSection 2case against GM. An
attempt to force additional competition among multiple firms into such a small
market with large economies of scale proved to be futile.

There was no further entry into the bus manufacturing industry until 1980–1981,
or 15 years after the date of the GM decree. Gillig, a California school-bus builder,
announced a standard size transit bus. Crown Coach, a Los Angeles intercity and
school-bus builder, announced that it would produce an articulated transit bus
following a design by Ikarus of Hungary. Neoplan and M. A. N., West German
firms, both announced plans to build production facilities in the U.S. to produce
transit buses. This entry was unrelated to the 1965 decree.

3.8.5.2. Intercity buses.The consent decree applied equally to both transit and
intercity buses. Although there was no immediate entry into the manufacture of
transit buses in response to the decree (AMG did not enter until 1971–1972), the
intercity bus industry was already undergoing major change at the time of the
decree.101 The two major intercity carriers, Greyhound and Trailways, began to
integrate vertically into intercity bus manufacturing after 1965. Greyhound, which
had purchased its buses from GM, started purchasing buses from Motor Coach
Industries, a subsidiary of Greyhound. Greyhound bought its last GM bus in
1967. Greyhound eventually began producing buses in the United States, both
for itself and for non-Greyhound customers. The Roswell plant, which produces
most of the buses used by Greyhound itself, opened in 1974. Trailways, which
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had been importing buses from Europe, also established a manufacturing plant
in 1974.102

GM was barred by the decree from entering into long-term exclusive contracts
with Greyhound, thereby depriving it of the assured benefits of scale necessary
for efficient operation. GM therefore exited from intercity bus manufacturing in
1979. Flxible had abandoned intercity bus manufacturing a decade earlier.

3.8.5.3. The effects of the decree on prices.The 1965 consent decree had very
little effect on the supply of buses, which was (and still is) largely driven by
federal funding decisions. The decree assisted the entry of AMG in 1971–1972
because of its provision requiring GM to sell components, such as diesel engines
and transmissions, to its rivals. On the other hand, there were numerous suppliers
of the components required for large vehicles in the 1960s. Therefore, AMG may
not have required GM’s engines or transmissions. In a few years, however, AMG
was gone and U.S. bus manufacturing returned to status quo ante.

If the decree had any substantial effect on bus output and prices, this effect
should be visible in the average prices of buses. The entry of AMG and the tempo-
rary increase in the number of rivals might be expected to push prices downward.
Figure 12shows the real wholesale price of buses and the real wholesale price of
trucks over the entire period of 1947–1978.103 Despite the consent decree and the

Fig. 12. Real Wholesale Price of Buses and Trucks: 1947–1978.
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subsequent entry of AMG into the domestic bus manufacturing industry, the real
price of buses follows the same trend as the real price of trucks, which were not
the subject of antitrust action.

There is no evident response of bus prices to the filing of the suit in 1956, the
entering of the decree in 1965, or the entry of AMG after 1972. The decline in
the real price of buses after 1971 is virtually identical to the decline in the price
of trucks, but AMG did not enter as a truck producer. The obvious explanation for
the decline in both price series from 1972 through 1974 was federal price controls.
The easing of these controls in 1975 generated a rebound in both price series.

3.8.6. Conclusion
The manufacture of buses has been a small business in the United States for most
of the post-World War II period. In the late 1950s and early 1960s, the number
of bus manufacturers declined because of the sharp drop in the demand for transit
buses. In this environment, the DOJ sought to find other explanations for GM’s
dominant position in bus manufacturing, bringing aSection 2Sherman Act case
that focused on GM’s various business practices. The conduct remedy that settled
the case required GM to change its marketing practices and to sell components
to competitors. It did not require divestiture because GM’s bus manufacturing did
not even fully exhaust the capacity of one plant.

For seven years after the consent decree, no new competitor entered the U.S.
transit bus manufacturing industry, in large part because the market was static and
small. As the demand for public transit increased in the 1970s in response to rising
oil prices and as federal funding for vehicle procurement surged, the demand for
new transit buses increased. This increase in demand induced AMG to enter, a
decision that may have been facilitated by the GM decree. However, AMG was
only able to survive in the bus manufacturing industry from 1974 to 1978, and
it did not have a measurable nor lasting impact on the intensity of competition as
indicated by the movements in wholesale bus and truck prices.

By 1980, the two leading U.S. transit bus producers had a total capacity of
9,000 buses per year, far exceeding the demand for transit buses, which had
receded to less than 3,500 buses per year. Thus, fifteen years after the decree was
entered, there were still only two major U.S. transit bus suppliers, neither of which
prospered because of limited demand for their output. The consent decree may
have facilitated the unsustainable entry of AMG, but when AMG had to develop its
own new bus model, it chose to exit. At best, therefore, the decree created a parasite
that could not compete with GM and Flxible when it was required to provide an
innovative product design. As a result, the decree did not increase competition or
have a measurable effect on the price of transit buses. It was largely irrelevant.
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3.9. The Jerrold Electronics Case

Cable antenna television (CATV) systems have their origins in small-scale attempts
to transmit off-air television signals through wires to areas of limited or no off-air
reception. Credit for the first CATV system is generally given to L. E. Parsons, who
in 1947 set up a very limited operation in Astoria, Oregon. Soon, similar operations
were flowering in a number of cities in Pennsylvania and Arkansas (Taylor, 2000,
pp. 10–17). These early operations were simply engaged in the retransmission
of local television signals. They did not originate or license programming as the
multi-channel cable companies do today.

Jerrold Electronics was a pioneer in developing the technology of such systems
and was responsible for building a large share of the early cable systems. It
claimed to have built 80% of all systems by 1954. Jerrold not only built most
of the early systems, but it required that its customers purchase all of the central
electronic components, the subsequent maintenance of these systems, and even
secure much of their financing from Jerrold. By engaging in such extensive
“full-line forcing,” Jerrold invited the interest of the antitrust authorities.

3.9.1. The Antitrust Suit
In 1957, the DOJ filed suit against Jerrold, alleging that its contracts with cable
systems violatedSections 1 and 2of the Sherman Act andSection 3of the
Clayton Act.104 The complaint focused in particular on the following Jerrold
practices:

� Tying Jerrold equipment to the construction or future upgrade of a system;
� Requiring that the system purchase a maintenance contract from Jerrold;
� Purchasing CATV systems so as to lessen competition;
� Threatening to enter the market as a CATV operator if an existing operator did

not purchase Jerrold equipment.

In some respects, the case was a standard tying case, but it went much further.
It alleged that Jerrold’s forward vertical integration into cable system operation
was used as a threat to other cable companies. If its actual or potential customers
did not plan to use Jerrold’s equipment or demand that their systems be built with
its equipment, Jerrold might choose to enter the CATV operators’ markets and
compete with them. These practices were viewed by the DOJ as anticompetitive.

The case went to trial, and in 1960 Jerrold was found to have violatedSections 1
and 2of the Sherman Act andSection 3of the Clayton Act in requiring customers
to purchase the full systems from Jerrold.105 The court held that although such a
policy might have been defensible in the earliest days of CATV system construc-
tion because of technological uncertainty at that time, it was no longer reasonable
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given the maturing of the technology and the availability of substitutes for the
tied products.

3.9.2. The Decree
The trial court approved a conduct remedy in its 1960 decision that required the
following of Jerrold:

� Limitations on Contracts – Because there was no justification for Jerrold’s
imposition of full-equipment and compulsory service contracts beyond its
pioneering product introduction, nor for requiring use of only Jerrold equipment
in later channel capacity upgrades, Jerrold was required to terminate or cancel
these provisions and refrain from unlawfully conditioning future sales on the
ancillary purchase of either equipment or services.106

� CATV System Acquisitions – Lacking sufficient evidence that any substantial
lessening of competition had already resulted so as to warrant divestiture of
Jerrold’s existing CATV system holdings, the Court nevertheless enjoined
Jerrold’s future acquisitions for two years.107

� Vertical Entry Threats – The Court found that Jerrold’s threats to enter as a
vertically integrated competitor when franchisees refused to purchase Jerrold
equipment, and the actual installation of such systems, constituted attempted
monopolization in violation ofSection 2of the Sherman Act, and Jerrold was
enjoined to refrain from such coercive behavior or other threats of economic
reprisal.108

3.9.3. The Effects of the Decree
The trial court admitted that some of Jerrold’s tying arrangements for service
and equipment were legitimate business practices in the early years of CATV,
perhaps up to 1954, because of the novelty of the service and the instability of
Jerrold’s equipment. Jerrold needed to be sure that these new systems operated
satisfactorily or it would have difficulty attracting additional sales. Inferior service
by independent service providers or by Jerrold’s customers could cause a “false
attribution” problem for Jerrold.

After mid-1954, however, Jerrold began offering different service contracts on
an area-by-area basis. Jerrold continued to tie other electronic equipment to the
sale of its principal product, the “head-end” equipment. The trial court found that
these tying arrangements had become unreasonable at some point after 1954 but
before 1960, when the court’s opinion was issued. Therefore, it outlawed any
further tying arrangements in Jerrold’s contracts.

To determine the effect of the decree on the CATV market and, therefore,
on consumers, one would ideally wish to determine if the decree enabled cable
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operators to build and operate their systems at lower cost. If the decree had such
an effect, it would increase consumer welfare by increasing the rate at which
new systems were built after 1960, by reducing the marginal cost of serving
subscribers and therefore the prices charged to consumers, or both.

One indication that the decree lowered the cost of building and operating cable
systems might be found in the acceleration of cable television plant investment
after 1960. However, there are no published data on capital expenditures in cable
television in the period surrounding theJerrold case. Nor are there measures of
the technical improvements that might have been unleashed as cable systems were
freed from their alleged ties to Jerrold. There is only anecdotal evidence about the
various companies who were vying to develop the technology for cable television
in the 1950s and 1960s, and there is no record that the antitrust suit played a role.

In an oral history of the engineers who participated in the industry in this period,
Archer Taylor, one of the industry pioneers, reviews the developments at Jerrold
and seven of its major competitors (Taylor, 2000). This extensive account of the
rival technologies rarely mentions the antitrust suit, even when discussing the
product developments and market successes or failures of Jerrold’s competitors.
Had CATV operators been chafing to free themselves from Jerrold’s restrictive
contracts in the 1950s, one would expect the industry pioneers to mention their
good fortune as their customers were freed to buy their products and services.

Nor is there is evidence in the growth of cable television thatJerrold led to a
surge in subscribers as cable operators accelerated their investment plans and/or
reduced their rates in the post-1960 environment.Figure 13shows a remarkably

Fig. 13. Cable Television Subscribers, 1955–1979.Source:National Cable Television,
Cable Television Developments.
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Fig. 14. Real Consumer Price of Cable Television, 1959–2000.Source:U.S. Department
of Commerce, Bureau of Economic Analysis.

stable long-run growth trend in cable subscribers. (The vertical axis is scaled in
logarithms to reflect growth rates.) There is no acceleration in growth between
1960 and 1964, a slight acceleration in 1964–1967, but then a slowing of growth
for a few years thereafter, probably in response to the FCC’s 1966 regulations
that limited cable television’s ability to offer new services.

Finally, there is no evidence of a sudden downward shift in the trajectory
of cable system subscriber rates.Figure 14 shows the Bureau of Economic
Analysis’s Personal Consumption Expenditures (PCE) chain-type price deflator
for cable television relative to the PCE chain-type price deflator for all consumer
expenditures.109 Between 1960 and 1965, this real price index rose at an annual
rate of about 1.2% per year. Cable rates continued to rise in real terms through
1971, but then began to decline through 1983. This decline may have been
triggered by the fact that cable television systems were blocked by the FCC in
their attempt to expand their service offerings to subscribers throughout the 1970s.
Whatever the cause, the turnaround in rates could not have been due to the conduct
remedy inJerrold, because the decree took effect more than a decade earlier.110

It is possible that the decree’s provisions limiting Jerrold’s activities in
purchasing cable systems or entering the bidding for new franchises could have
contributed to a decline in competition and, therefore, higher subscriber rates in
the 1960s. Unfortunately, we have no data on franchise bidding from this early
period with which we could test such a hypothesis.
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3.9.4. Conclusion
In summary, there is no evidence from the period following the Final Judgment
in Jerroldsuggesting that the injunctive relief that the government obtained had a
favorable effect on the cable-television industry or its subscribers. Cable television
was in its infancy when the case was first brought, and it was far from maturity
when the decree was entered in 1960. The decree did not unleash a wave of new
investment or innovation that expanded service and/or reduced consumer rates.

If the conduct remedy had some salutary effects for Jerrold’s rivals, these
effects were not revealed in the recollections of the engineers that worked for these
companies. Consumer cable TV rates did not begin to decline in real terms until
1971, more than a decade after the decree. On the other hand, the decree largely
eliminated Jerrold as an entrant into the CATV business itself. This entry barrier
could have reduced the competition for franchises or existing cable systems in
the early 1960s, but we are unable to test for such an effect because we have no
data on cable franchise bidding or acquisitions from this distant period. However,
the data on cable subscriber prices and subscriber growth certainly do not
suggest that theJerrold case had a favorable effect on cable subscriber prices or
subscriber growth.

3.10. Blue Chip Stamps

Blue Chip Stamps was formed in 1956 in California by Safeway and other leading
grocery chains and one pharmacy chain. Blue Chip was organized to compete
defensively with existing stamp plans – notably S&H Stamps.111According to one
of the company’s founders, Blue Chip Stamp was formed “largely to combat the
edge Sperry & Hutchinson Co.’s franchised S&H Green Stamps gave competitor
chains” (Wall Street Journal, 1966, p. 22).

3.10.1. Trading Stamps – A Marketing Tool
American manufacturers and retailers have used premiums as a promotional
device to attract and retain customer patronage since at least the mid-nineteenth
century. The earliest record of trading stamps in the U.S. dates back to 1891,
when Schuster’s Department Store of Milwaukee, Wisconsin, introduced the Blue
Trading Stamp System. Gummed stamps substituted for the coupons commonly
used by manufacturers and retailers since the middle of the nineteenth century
(Federal Trade Commission, 1966b, pp. 1–2). Customers could paste these stamps
in books that could be redeemed for merchandise.

In 1896 Thomas Sperry, a salesman, developed the concept of a trading
stamp company as an independent business and Sperry and Shelley Hutchison, a
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businessman, founded the Sperry and Hutchison Company (S&H), which mar-
keted premium catalogs and stamp books to merchants and provided merchandise
for customers who redeemed the filled books at “premium parlors” or redemption
centers. S&H became the dominant stamp plan nationally, but it inspired perhaps
200–500 imitators, most of them regional (Lonto, n.d.).

The stamp novelty faded with the outbreak of World War I and retailers’ use of
trading stamps dropped to about 2% of retail trade (Federal Trade Commission,
1966b, p. 2). During the 1920s, when prices were stable, merchants’ use of trading
stamps remained at only 2–3% of total retail trade. During the Depression, when
prices were declining and states began passing fair-trade laws to deter retailers
from cutting prices, the number of retailers offering trading stamps dropped
substantially.

The robust post-war economy of the 1950s and suburban population growth
revived the popularity of trading stamps. Retailers of all kinds, including dry
cleaners, movie theaters and feed mills, offered stamps to their customers. Accord-
ing toHaring and Yoder (1958), grocery stores, gasoline stations, and pharmacies
were the initial outlets for trading stamp companies, but food supermarkets were
by far the principal users and “an outstanding factor in creating stamp popularity”
(pp. ix, 3, 12).112 Between 1950 and 1963 the total of trading stamps purchased
grew 25-fold (St. Petersburg Times, 2000, p. 2). Some supermarket chains,
including A&P, began to establish their own trading stamp subsidiaries.

3.10.2. The Growth of Blue Chip
The retailers who used Blue Chip stamps included the largest pharmacy chain in
California, Thrifty Drug Stores, and eight grocery chains, with 1962 sales con-
stituting 30% of all grocery store sales in the state.113 The Blue Chip Stamp,
essentially a carbon copy of S&H, was launched in the San Francisco Bay area in
the mid-1950s (Printers’ Ink, 1960). It then entered the Los Angeles area, where
S&H had been well established for some time. The entry of Blue Chip Stamps in
January 1960 was the first time in local food retailing history that all the major food
chains (including independents such as Von’s, Ralph’s, Market Basket and others,
that together owned four hundred area supermarkets) collaborated to support a
new stamp plan (Printers’ Ink, 1960).

Since stamps were not sold but offered as “premiums” with the sale of
groceries, drug store items, and gasoline, they were essentially a promotional
device, similar to the coupons used by retailers today or frequent-flyer programs
used by airlines. The decision by the retailers who founded Blue Chip Stamps
to use them exclusively and to deny them to their competitors could only be
anticompetitive if this decision led to these companies amassing market power in
groceries, drug store items, or retail gasoline.114
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3.10.3. The Antitrust Case
In 1963 the DOJ filed a civil antitrust action alleging that Blue Chip and nine
retailers who owned 90% of its shares had: (1) engaged since 1955 in a conspiracy
in restraint of trade, and (2) monopolized the trading stamp business in California in
violation ofSections 1 and 2of the Sherman Act.115The complaint charged, among
other things, that the defendant retailers organized Blue Chip Stamp Company and
agreed: (1) to refrain from the use of any other trading stamp except by agreement of
the group; (2) that Blue Chip stamps would be sold and distributed at or about cost
so as to stop other stamp companies from effectively competing with Blue Chip;
and (3) that Blue Chip stamps would be issued only in those areas of California
agreed to by the group. The complaint sought an injunction against continuation
of the alleged activities and asked that the defendant retailers be enjoined from
using Blue Chip stamps.

The government and defendants engaged in negotiations for several years to
settle this case. Three separate consent decrees were eventually proposed and filed
with the District Court. The DOJ withdrew its consent to the first judgment and
the judge declined to approve the second. Finally the litigation was settled in 1967
when the court signed a decree filed by the parties, stating that it was “designed
to limit the powers of Blue Chip and to open up and increase competition in the
stamp industry in California, while at the same time preserving the legitimate
interests of the users of Blue Chip stamps” and characterizing the reorganization
of Blue Chip as the “most practical way to increase competition.”116

The decree itself did not provide a plan for reorganizing Blue Chip, but merely
directed the parties to the consent decree to present such a plan to the court. Under
the terms the court approved, the nine chains who jointly established Blue Chip
were allowed, if they wished, to retain 45% of the company’s stock. Retailers who
were Blue Chip customers were permitted to purchase another 45%, and Blue
Chip’s management was allowed to buy the remaining 10%. The reorganized Blue
Chip was required to offer 55% of its shares of common stock and debentures,
on a pro rata basis (determined by the quantity of stamps issued to each of these
non-shareholding users during a designated period), to retailers who had used the
stamp service in the past but who were not shareholders in the old company.

The remedy also prohibited the present and future Blue Chip companies from
refusing service to a retailer because another retailer in the same locality already
carried Blue Chip stamps or because the retailer was already using another brand
of trading stamps. The company was also barred from refusing service because
of the rate at which a retailer chose to dispense Blue Chip stamps.

3.10.4. Effect of the Decree
Trading stamps began to decline in popularity at the same time as the decree was
entered. They suffered their first decline in thirteen years in 1967 (Lonto, n.d.).
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Table 13. The Decline in the Use of Trading Stamps, 1955–1975.

Year Total Trading Stamp Volume Percentage of Supermarkets
in Constant Dollars (Millions) Using Stamps

1955 264 15.0
1960 568 58.0
1965 792 63.0
1970 665 47.5
1975 164 15.0

Source:Anthon E. Gallo and William T. Boehm (1978, p. 37).

Supermarkets started to experiment with alternative means of securing consumer
patronage, notably by simply advertising lower prices. Companies such as S&H
and Gold Bond began to diversify into other businesses, while new discount stores
such as Target and Kmart began transforming the retail landscape, competing
directly with the stamp industry by aiming price-cutting efforts at the most popular
redemption center items and offering in-store grocery departments without stamps.

The decline in stamp use is shown in the data on total volume and percentage
of supermarkets using them after 1965 (seeTable 13). By the mid-1970s, coupons
had surpassed trading stamps as a promotional device for retailers (Gallo &
Boehm, 1978, p. 35). Even at their zenith, however, the value of trading stamps
was never more than a small part of retail sales. In nominal dollars, the volume of
trading stamps was $821 million in 1969. Total grocery store sales in 1967 were
$65.1 billion in 1967 and $93.3 billion in 1972 (Parker, 1986, p. 19, Table 2-2).
The share of Blue Chip Stamps’ total volume accounted for by grocery stores was
about 60%. If this share was representative of the entire trading stamp business,
the total value of stamps issued by grocery stores in 1969 would have been
$492 million, equal to $7.80 per household per year and about 0.07% of food
store sales. Such a small share of the retail food bill could not have had much
effect on the structure of food retailing.

On the other hand, $492 million of costs would attract the attention of food
retailers. Trading stamps cost some retailers as much as 2–4% of sales before
Blue Chip entered. Blue Chip’s cost to its retailer members was only 1.4% and it
still operated profitably (Forbes, 1968, p. 46). This would appear to explain Blue
Chip’s rapid rise in California.

There is no reason to analyze Blue Chip’s alleged monopoly in trading stamps
issued in California. There was none. The retailers who formed Blue Chip did
so to develop their own promotional program at a lower cost than those offered
by the existing vendors, such as S&H. The important question is whether the
exclusionary nature of the Blue Chip fraternity, much the same as that now found
in airlines’ own frequent-flyer programs today, allowed its nine major participants
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to obtain market power in food retailing in California, Southern California, or
even the Los Angeles area.

Even the facts stated by the government in its complaint belie the possibility
that the defendants, Blue Chip Stamps and its nine major participant-owners,
could have used these stamps to obtain market power in a retail market. Of the
nine major participants, eight owned chains of grocery stores. These companies’
combined market share of grocery store sales was 51% in Los Angeles area
and 30% throughout California.117 Even if these companies refused to allow
other grocery chains to offer their stamps, they still faced substantial competition
among themselves. Moreover, they accounted for little more than half of all sales
in the DOJ’s narrowest alleged relevant geographical market.

The drug-store chain, Thrifty, accounted for only 22% of sales by “pharmacies”
in the Los Angeles area.118 Even if other drug stores had been denied access to
Blue Chip Stamps, Thrifty’s rivals still accounted for more than three-fourths of
“pharmacy” sales six years after the founding of Blue Chip.

An analysis of the development of competition in food retailing appears
elsewhere in this paper.119 If the Blue Chip Stamp decree had any substantial
effect on competition in retailing, it should be evident in changes in grocery-store
concentration and/or the margins realized by food stores in California relative to
the rest of the country before and after 1967. Unfortunately, we do not have data
on grocery store margins by geographical market.

AsTable 14shows, concentration in grocery retailing in California metropolitan
areas in 1963 was actually lower than the national average. In Los Angeles, a
major focus of the case, grocery retailing was particularly unconcentrated. After
the filing of the case, however, the growth in concentration in grocery-store sales
in California is substantially greater than the national average. The four-firm and
eight-firm concentration ratios increased by 13–15% nationwide, but the growth in
concentration in California was generally much greater, generally in the 23–50%
range. Had the lack of access to Blue Chip Stamps reduced competition prior to
1967, the decree might have increased competition thereafter, as a consequence
reducing the growth in concentration after 1967. It clearly had no such effect.

3.10.5. Conclusion
The case against Blue Chip Stamps and its owners is among the last of the antitrust
suits brought in the 1940s, 1950s and 1960s attempting to stem the tide towards
large grocery chains and increasing concentration and integration in grocery
retailing. Beginning with the A&P case and ending withVon’s Groceries, the
government pursued its strategy with very little support from economic analysis.
The increase in market concentration as the grocery business evolved from a
set of local individual stores to competition among a number of large national
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Table 14. Four-Firm and Eight-Firm Concentration Ratios for Grocery Retail
Stores United States and Major California SMSA’s (Percent).

1954 1958 1963 1967 1972 1977 Percentage Growth
1963–1977

Four-firm concentration
United States average 45.4 49.3 50.0 50.9 52.4 56.3 12.6
Anaheim 39.6 47.1 43.2 38.6 44.1 47.6 10.2
Los Angeles 29.6 24.6 30.3 28.5 35.6 38.3 26.4
Sacramento 45.1 44.5 36.3 40.1 48.5 44.8 23.4
San Diego 41.1 40.6 52.5 51.0 55.2 64.9 23.6
San Francisco 27.1 28.6 33.0 40.4 46.9 49.4 49.6
San Jose 28.4 30.7 33.9 37.8 46.0 47.9 41.2

Eight-firm concentration
United States average 54.4 59.9 62.0 64.8 67.3 71.0 14.5
Anaheim 54.1 63.0 61.8 58.8 67.3 73.6 19.1
Los Angeles 40.6 39.6 43.1 46.3 53.8 60.2 40.0
Sacramento 60.6 51.3 47.4 58.4 66.0 64.1 35.2
San Diego 49.0 50.5 64.0 67.7 75.1 79.8 24.7
San Francisco 33.5 35.3 42.9 49.3 56.3 59.1 37.8
San Jose 37.3 40.4 43.7 49.6 60.3 65.8 50.6

Source:Parker (1986, Figs 3–7 and Appendix Tables B-3 and B-4).

chains has not proved to be a threat to consumer welfare. In the case of Blue
Chip Stamps, as with the earlier actions against A&P, the government attacked
a market arrangement that was established to reduce the cost of distributing
groceries. There is no evidence that eliminating the exclusivity of Blue Chip
Stamps improved consumer welfare. Indeed, once again, the government acted
just as the use of the product or service in question – in this case trading stamps
– was starting to slide into economic obscurity.

4. CONCLUDING OBSERVATIONS

Conduct remedies in Sherman Act cases warrant careful consideration to ensure
that they do not replace competition with regulation. The principle put forward
by the Supreme Court’s squares with sound economic policy: making sure
that competition prevails is “the key to the whole question of antitrust rem-
edy.”120 Competition, presumably, is to be the guarantor of enhanced consumer
welfare.

We have reviewed ten separate conduct remedies that have been imposed on
firms charged with monopolization and found little evidence that any of them
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contributed favorably to consumer welfare. The reasons vary across the cases, but
there are some common themes.

� The DOJ complaint was based on a faulty understanding of the operation of the
relevant market forces. InBlue Chip StampsandSafeway, for example, antitrust
authorities sought to ban competitive behavior by chain grocery stores. In
Standard Oil of California, the DOJ failed to grasp that requirements contracts
with franchised gasoline stations were an efficient mechanism to ensure effort
by the station owner and to prevent the station owner from raising retail prices.

� The DOJ failed to grasp that the limited size of the market made it impossible
to increase the number of rivals through any antitrust remedy, structural or
conduct. United Shoe Machinery produced a large share of the country’s shoe
machines in one plant. General Motors and Flxible could not operate their
bus production facilities at full capacity. Attempting to induce entry into these
industries through conduct remedies was not likely to succeed.

� The antitrust authorities brought the case after market conditions had changed.
At the time it was charged with monopolization, United Fruit was already
withdrawing from banana production because of problems in Central America
and declining U.S. banana prices. The 1952 case against IBM focused on
tabulating machines and punch cards just as computers were beginning to
replace the electro-mechanical tabulation of such cards. Blue Chip was in a
market (trading stamps) moving to obscurity, not monopoly.

� In several cases, the conduct remedy may have impeded competition. In
Safeway, the use of promotional discounts to gain entry or expand market
share was banned as “predatory.” The 1956AT&T consent decree barred AT&T
from exploiting its nascent comparative advantage in computer hardware and
software, two industries in which the government later brought monopolization
cases against other firms. TheJerrold decree largely prohibited Jerrold from
expanding into cable-system operation.

� In several other cases, such asJerroldandStandard Oil of California,the DOJ
incorrectly challenged vertical integration as anticompetitive despite efficiency
reasons for such integration.

The overall conclusions from our review of these cases is that the antitrust
authorities (DOJ) often fail to understand the determinants of market structure,
but are nonetheless able to prevail in court or to induce defendants to sign a
consent decree, constraining their future conduct. Without a firm grasp of the
economic forces that are driving changes in market structure, the DOJ cannot
be expected to design “relief” that will result in increased competition, lower
prices, and consumer benefits. In the best of circumstances, the behavioral relief
obtained is simply irrelevant and has no economic consequence other than the



Injunctive Relief in Sherman Act Monopolization Cases 337

cost of the litigation and any costs of compliance. In the 1956AT&T (Western
Electric) decree, the DOJ may have actually reduced consumer welfare by
blocking AT&T from entering related businesses. And inSafeway, DOJ attacked
Safeway’s aggressive pricing behavior that clearly would benefit consumers in
the short run and later admitted that such behavior was not necessarily a threat to
long-run competition.

Given the difficulty in perceiving the causes of market changes, the DOJ should
be reluctant to try to design complex remedies to remedy conduct that it does not
fully understand in markets where the trajectory of change is difficult to predict.
To do so may impede technological progress without providing any offsetting
consumer benefits.

The bottom line is that we cannot discern positive results for conduct remedies
in the subsequent behavior of prices in any of these case studies. If antimonopoly
policy were consistently successful, surely the effects would sometimes be visible
in the prices consumers pay for the relevant products. These effects cannot be
uncovered from the data, at least in this sample of cases, even by the trained eye
of the economist.
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UNITED SHOE MACHINERY
REVISITED

Roger D. Blair and Jill Boylston Herndon

ABSTRACT

In United States v. United Shoe Machinery Corp., United Shoe Machinery
(USM) was found guilty of illegal monopolization due to its leasing practices.
Existing scholarship on this case largely focuses on the issue of leasing
versus selling. In this article, we provide a more comprehensive analysis of
this important decision. In addition, we examine USM’s antitrust experience
before and after the famous 1953 case. We find that USM’s business practices
were largely procompetitive and, therefore, did not warrant condemnation.

1. INTRODUCTION

When Congress enacted the Sherman Act in 1890, it condemned “[e]very person
who shall monopolize. . . any part of the trade or commerce among the several
States.”1 Since the statutory language failed to articulate what constituted illegal
monopolization, it was left to the federal courts to develop the standards for
illegal monopolization in a common law fashion. One of the major steps in the
evolutionary process was Judge Wyzanski’s opinion inUnited Shoe Machinery
(USM).2 In spite of the fact that this is only a district court opinion, its importance
in understanding the modern test for illegal monopolization can be seen by its
continuing prominence in the casebooks.3 This case has also attracted academic
commentary – some favorable and some unfavorable – evaluating the wisdom of
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the court’s ruling.4 In this article, we do two things. Primarily, we evaluate Judge
Wyzanski’s opinion. But we also examine USM’s rich antitrust experience before
and after the 1953 case.

We examineUSM from the perspective afforded by the modern test of illegal
monopolization articulated in the Supreme Court’sGrinnell decision:

The offense of monopoly under § 2 of the Sherman Act has two elements: (1) the possession of
monopoly power in the relevant market and (2) the willful acquisition or maintenance of that
power as distinguished from growth or development as a consequence of a superior product,
business acumen, or historic accident.5

AlthoughGrinnell occurred afterUSM, this standard frames the economic inquiry
in a useful way as it distinguishes the structural and behavioral components of
illegal monopolization.6

In our analysis, we do not focus exclusively on USM’s leasing system, which
has received considerable academic attention. Instead, we examine each of
the court’s competitive concerns and show why USM’s practices can be better
characterized as procompetitive rather than anticompetitive.

2. ANTITRUST HISTORY OF THE UNITED SHOE
MACHINERY CORPORATION

Prior to the 1953 case, USM had considerable experience battling the govern-
ment’s challenges to its practices, and it fared considerably better in its earlier
skirmishes than it did in 1953. A review of USM’s previous antitrust experience is
helpful in understanding its subsequent structure and conduct. Thus, we begin our
analysis with some background on the formation of the United Shoe Machinery
Corporation, the characteristics of the shoe machinery market, and USM’s role in
that market.

2.1. Formation of the United Shoe Machinery Corporation

USM’s birth can be traced to February 1899 when seven companies (two of which
were subsidiaries) merged to form the United Shoe Machinery Company of New
Jersey (USM-NJ).7 The original companies were Goodyear Shoe Machinery
Company (and its subsidiary, International Goodyear Shoe Machinery Company),
Consolidated & McKay Lasting Machine Company, McKay Shoe Machinery
Company, Davey Pegging Machine Company, and Eppler Welt Machine Com-
pany (and its subsidiary, International Eppler Welt Machine Company).8 These
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companies were manufacturers, sellers, lessors, and patentees of shoe machinery.
Although the combined market share of the first three companies was on the
order of 60% or more, the machines that they manufactured actually performed
different functions for the most part.9 Consequently, the merger could fairly be
characterized as a conglomerate merger of the product extension variety, rather
than a horizontal merger.10 Since the merging firms were not actually competing
at the time of the merger, there was no obvious competitive significance.11 This,
of course, is usually the case for conglomerate mergers.

The newly formed company made the following business decisions that it
continued until the 1953 suit: (1) It consolidated its manufacturing activities in its
Beverly, Massachusetts plant. (2) It formed a service organization that provided
the maintenance, repair, and informational requirements of its customers without
separate charge. (3) It pursued a policy of leasing rather than selling many of its
machines, a practice that previously had been followed by the key constituent
companies.12 As we will see, these last two practices were central to Judge Wyzan-
ski’s decision in the 1953 antitrust dispute. Before turning to this pivotal case,
however, we review United Shoe’s earlier antitrust battles with the government.

2.2. The 1918 Decision13

In 1911, twelve years after the formation of the United Shoe Machinery Company
of New Jersey, the government filed suit against USM-NJ alleging that the original
merger, as well as subsequent acquisitions, constituted a combination in restraint
of trade in violation ofSection 1of the Sherman Act.14 The government also
charged USM-NJ withSection 2monopolization violations.15 Aside from the
original merger, the government’s chief competitive concern focused on USM-
NJ’s leasing practices.16 The district court found in favor of USM-NJ, and the
government appealed. The Supreme Court, in a divided opinion, upheld the lower
court’s ruling, which found the company’s structure and conduct competitively
unobjectionable.

As for the merger itself, the district court did not find any antitrust violation
for two principal reasons. First, the court did not consider the merging companies
to have been competitors because they were not producing substitutable goods;
rather, the companies were producing complementary goods.17 In a related
decision – addressing the government’s criminal case against the officers of
USM-NJ on the same allegations – the Supreme Court commented that

it is hard to see why the collective business should be any worse than its component parts. It
is said that from 70 to 80 per cent of all the shoe machinery business was put into a single
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hand.. . . [T]aking it as true, we can see no greater objection to one corporation manufacturing
70 per cent of three noncompeting groups of patented machines collectively used for making a
single product than to three corporations making the same proportion of one group each. The
disintegration aimed at by the statute does not extend to reducing all manufacture to isolated
units of the lowest degree.18

Thus, the Court did not view the constituent companies as competitors and,
therefore, found no harm from the original combination.

Second, the Court found no ill intent underlying the merger. The merger was
found to be motivated by efficiency reasons, not for the purpose of monopolization.
The Supreme Court described USM-NJ’s growth as the inevitable outcome of
technological progress, i.e. the original merger and subsequent acquisitions made
by USM-NJ were deemed to be necessary for it to remain competitive in a dynamic
technological environment.19 The Court described the company’s relatively large
size as “at once the result and cause of efficiency” and cited the benefits received by
shoe manufacturers, including USM-NJ’s extensive service force, improvements
in shoe machinery, and a decrease in shoe manufacturing costs.20

The government’s other chief complaint was that certain lease provisions
facilitated the acquisition of monopoly power by USM-NJ. The government
appeared to oppose leasing itself as it viewed USM-NJ’s leasing policy to be
unduly restrictive since the lessees were unable to change or cancel a lease once
an agreement was struck.21 In addition to opposing leasing generally, the gov-
ernment objected to the “tying” clauses, which essentially required the lessees to
lease clusters of USM-NJ machines.22 The government alleged that such “tying”
clauses, in addition to other lease provisions, foreclosed USM-NJ’s competitors.23

In all, there was an impressive array of “objectionable” lease provisions.24

First, the leaseterm was 17 years, which meant that competition for each shoe
manufacturer’s business occurred infrequently. Second, there was anadditional-
machinesclause that required the lessee to lease additional USM-NJ machines
for any overflow of work done by the leased machinery; otherwise, the lessee
risked the cancellation of the lease as well as that of other leases for the same
type of machinery.25 Third, there was anexclusive-useclause that required that
certain machines as well as complementary machines be used to the exclusion of
all machines of the same type supplied by USM-NJ’s competitors. Again, failure
to comply meant that the lessee risked cancellation of the lease for a particular
machine as well as the leases of the complementary machines. Fourth, there was
a prohibitive clause that forbade a lessee from using a USM-NJ machine under
lease for work on footwear upon which work was performed by competitors’
machines. Fifth, there was atermination-of-all-leasesclause that gave USM-NJ
the right to cancel not only a lease whose terms were breached by the lessee,
but all leases held by the lessee, should the terms of any one lease be violated.
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Sixth, there was afull-capacity clause that required that any specific machine
be used to its full capacity so that the lessee would use it to perform the work
for which it was designed whenever such work was available. In other words,
if there existed sufficient demand so that the machine type in question could be
employed in production, the lessee was obligated to employ its USM-NJ machine
for all such work until the machine’s full capacity was reached before employing
a competitor’s machine.26 Finally, there was areturn feewhen leased machinery
was returned.

Some of these lease provisions clearly foreclose competitors for the duration of
the lease. Nonetheless, the Supreme Court did not find the leases to be detrimental
to competition for two main reasons. First, the Court did not view USM-NJ’s
intent to be anticompetitive.27 Because the constituent companies had similarly
leased their machines prior to the merger, the Court inferred that the leases were
not implemented as part of a new scheme to monopolize the shoe machinery
market.28 Second, the Court found that there were procompetitive aspects of the
leasing system. For one thing, shoe manufacturers could enter the shoe industry
and prosper even if they started out with little or no capital, i.e. leasing eased
entry into shoe production.29 This is supported by academic commentary at
the time. For example,Roe (1913, p. 939)comments that “[f]rom the outset,
shoe machinery was most frequently put out on lease. Shoe manufacturers were
disinclined to tie up their capital in expensive machinery bought outright and
preferred leases providing for royalty payments based on the number of shoes
turned out by the machines.” Another advantage to the shoe manufacturers was
the ongoing maintenance and repair services provided by USM-NJ, reputed to be
of excellent quality, that protected shoe manufacturers from large financial losses
due to machine breakdowns.30 Finally, the Court observed that the leases

were entered into by the lessees upon a calculation of their value – the efficiency of the machines
balanced against the restrictions upon and conditions of their use. The lessees had the alternative
of the choice of other machines for other machines were sold side by side with those the leases
covered.31

That the lessees chose to enter such agreements in the presence of alternatives
indicates that, on balance, the USM-NJ offer was better than those of rival
suppliers.32

USM-NJ also argued that its leases amounted to a lawful exercise of its patent
rights. The Supreme Court agreed and commented that although a patent by
design gives the patentee exclusive rights to his invention, a patent does not have
the power of coercion.33 In other words, the patented product will be employed
only if its price, in terms of both money and any restrictions placed on its use, is
sufficiently attractive given the available alternatives.34
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2.3. The 1922 Decision35

In 1914, the Clayton Act was passed.36 Section 3forbids provisions in sale or lease
contracts that have a tendency to reduce competition or promote monopoly through
an agreement not to deal in the products of the seller’s or lessor’s competitors.
Unlike the Sherman Act, the Clayton Act explicitly states that it applies to patented
as well as unpatented products.37 Under the Clayton Act, the government initiated
another antitrust suit against United Shoe Machinery in 1915, which by this time
had become the United Shoe Machinery Corporation (USM). The government
alleged that many of the lease provisions in USM’s contracts had the practical effect
of inducing shoe manufacturers to not trade in the products of USM’s competitors,
thereby violating § 3 of theClayton Act.

The district court ruled in favor of the government and prohibited USM from
including certain clauses in its lease contracts. The main clauses that the court
found objectionable included the additional-machinery, exclusive-use, prohibitive
(also referred to as restricted use), and termination-of-all-leases clauses that
were described in the preceding section. In addition, the court also objected to:
(1) a suppliesclause that required the lessee to buy the supplies used in certain
machines from USM; (2) apatent insoleclause that required lessees to employ
USM machines to sew shoes that had USM’s patented insole and to reinforce these
insoles; (3) afactory outputclause that required a royalty payment by the lessee
on certain machine operations, whether using USM’s or a competitor’s machines;
and (4) adiscriminatory royaltyclause that charged a higher royalty on certain
machines for shoes that were manufactured in part on competitors’ machines.38

The court found that, collectively, these clauses severely restricted the shoe
manufacturers’ use of competing machinery given USM’s dominance in the shoe
machinery market.

Three additional clauses were also challenged by the government, but were not
found to be anticompetitive by the district court: (1) afull-capacityclause that
required that USM’s machines be used to full capacity whenever such work was
available; (2) aparts-repairs-and-attachmentsclause that provided that the lessee
purchase any necessary parts to, attachments for, repair and/or service of machines
from USM; and (3) aremoval-of-unnecessary-machineryclause that gave USM
the right to demand the return of any machinery that was unnecessary to meet
the output requirements of the lessee. The court viewed the part-repairs-and-
attachments clause as harmless protection of the operation of USM’s machines.
The court ruled that the full-capacity and removal-of-unnecessary-machinery
clauses were legitimate sources of protection for USM’s revenue given its use of
a royalty system of payment.39 The court also did not object to the leasing system
itself, nor did it object to the 17-year lease term.40
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USM appealed the district court’s decision, but to no avail as the lower court’s
decision was upheld by the Supreme Court in 1922. The Court found that USM
violated § 3 of theClayton Act because the conditions in the leases prevented the
lessees from dealing with USM’s rivals. Although the proscribed lease provisions
did not explicitly prohibit shoe manufacturers from using machinery supplied by
USM’s competitors in combination with USM’s machines, the court found that
the provisions effectively created such a restriction:

When it is considered that the United Company occupies a dominating position in supplying
shoe machinery of the classes involved, these covenants signed by the lessee and binding upon
him effectually prevent him from acquiring the machinery of a competitor of the lessor except
at the risk of forfeiting the right to use the machines furnished by the United Company which
may be absolutely essential to the prosecution and success of his business.41

The Court distinguished its holding of illegality under the Clayton Act from
its earlier determination in 1918 that the lease provisions did not constitute
illegal monopolization under the Sherman Act on the basis that in the prior case
the leases “were sustained as valid and binding agreements within the rights
of holders of patents.”42 Therefore, “[t]he issue whether the restrictive clauses
were valid in view of the provision of the Clayton Act concerning machinery
patented or unpatented was not and could not have been involved or decided in the
former suit.”43,44

The Court was, of course, correct that the lease covenants had exclusionary
effects, but it does not follow necessarily that the exclusions were anticompet-
itive. Presumably, shoe manufacturers paid lower prices than they would have
agreed to pay absent some of the lease covenants. In fact, USM had two types
of leases that it offered: restricted and independent. The independent leases
lacked the prohibitive clause, which essentially tied together the use of certain
clusters of machines, but required lessees to make an initial payment at the
beginning of the lease. In any event, it was shortly after this ruling that USM
developed what was essentially the leasing system in place at the time of the
1953 case.45

2.4. The 1953 Decision46

In 1947, the government once again sued USM, this time charging it with violating
Sections 1 and 2of the Sherman Act. After a lengthy trial, the District Court of
Massachusetts found USM guilty of monopolizing the shoe machinery market
and the markets for certain shoe machinery supplies. In aper curiumdecision, the
Supreme Court upheld the lower court’s decision.47
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At the time, there were approximately 1,460 shoe manufacturers in the United
States48 and, therefore, there was ample competition on the buying side. In
shoe manufacturing, there are major and minor production processes. All shoe
manufacturers employed 18 major processes. At the time of the suit, USM was
the only shoe machinery manufacturer that supplied a long line, i.e. all of the
major machine types and many of the minor machine types.49

Despite acknowledging that some machines perform complementary, rather
than substitutable, functions, Judge Wyzanski deemed the relevant product market
to be all shoe machinery with the exception of dry thread sewing machinery.
He justified this market definition on the basis that “[e]ach shoe manufacturer,
regardless of what class of shoe he makes, is aiming for that part of the ultimate
consumer’s dollar that is spent on footwear, and the processes that he uses, and the
machines he selects, therefore, compete with the processes and machines which
others select.”50 Moreover, he believed that USM’s comprehensive machine
offerings lent support to his market definition. The exclusion of dry thread sewing
machines also rested, in part, on the fact that USM did not offer this type of machin-
ery. Interestingly, Judge Wyzanski commented that “[t]o define a market in terms
of what the most important producer offers does not involve circular reasoning.
For the problem of defining a market turns on discovering patterns of trade which
are followed in practice.”51 Of course, there are problems with this approach to
market definition. The relevant product market should include those products that
are reasonably substitutable and exclude those that are not. In this instance, the
court defined a “cluster” market by including the array of machinery that is used
in shoe production.52 That would be fine, but the court explained that its rationale
was driven by what USM supplied. This rationale clearly makes no sense because
it completely ignores substitution on the production side.53 In other words, if
USM were to charge noncompetitive prices, could producers of other types of
machinery easily reallocate their productive assets to produce shoe machinery? If
so, some would argue that those producers belong in the relevant market.54

Consider, for example, a breakfast cereal producer that does not produce
sugared cereals. If a court were to define the product market as unsugared,
ready-to-eat breakfast cereals, some powerful substitutes would be omitted. As a
result, serious errors may be made by defining the product market on the basis of
what the firm in question produces.

One must be careful when using the cluster market concept because of the
serious errors that may result. For example, a welt outsole sewing machine
cannot be substituted for a heeling machine. USM sold both of these, yet they are
not reasonable substitutes from the shoe manufacturer’s perspective. Moreover,
a firm’s decisions on the array of products to produce are not driven entirely
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by what consumers buy. Efficiency is critical, i.e. it may be efficient to supply
certain types of shoe machinery, supplies, and services together, whereas other
types of machinery, supplies, and services may be supplied as efficiently or more
efficiently independently of one another.55

In excluding dry thread sewing machines, Judge Wyzanski also commented
that this exclusion was supported by the following facts: (1) none of the major
manufacturers of dry thread sewing machinery made other types of shoe machin-
ery; (2) no major shoe machinery producer also made sewing machinery; and (3)
sewing machinery was used in industries other than shoe manufacturing.56 What
matters for the purposes of market definition are the reasonably substitutable
alternatives that shoe manufacturers faced. What a particular producer – even
a dominant one – chooses to supply does not define the scope of all relevant
alternatives available to consumers. The problem lies – at least in part – in Judge
Wyzanski’s use of the cluster market concept because the cluster is not comprised
of reasonably substitutable products.

Using this idiosyncratic market definition, Judge Wyzanski found that USM’s
share of the shoe machinery market was greater than 75% and probably as
high as 85%.57 Of course, undue reliance on these market share estimates for
drawing inferences of monopoly would be misguided.58 As noted previously, the
product market as defined encompasses a cluster of machines, many of which are
complements rather than substitutes. In addition, the court indicated that USM
faced competition from at least 10 other domestic manufacturers and some foreign
manufacturers as well.59 Finally, virtually all of the operations performed in the
18 major manufacturing processes could be accomplished and an entire shoe
factory could be outfitted without employing a single USM machine.60 Masten
and Snyder (1993, p. 40)estimate that there were at least 240 shoe manufacturers
that were operating without United equipment.61

The government’s complaint contained an extensive list of business practices
that it alleged were anticompetitive. Most of the district court’s attention was
directed at USM’s leasing policy and the terms of the lease, which were
instrumental to its finding of illegal monopolization. But there were non-lease
complaints as well. We will address the non-lease complaints in the next section
and then turn our attention to the allegations surrounding USM’s leases.

3. NON-LEASE COMPLAINTS

Although most analyses ofUSMneglect the non-lease complaints, a brief descrip-
tion is useful to get a better feel for USM’s policies and intent as well as a better
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understanding of the court’s general attitude.62 There were eight major non-lease
complaints.

3.1. Acquisitions

The government complained that USM gained market power through various
acquisitions made during its history. In its review of these acquisitions, the court
acknowledged that USM had not aggressively sought acquisition opportunities.
Instead, USM had been cautious in making acquisitions and often refused to
acquire even important machines and patents, which, of course, left them available
to USM’s rivals.63 If USM had been interested in acquiring market power by
excluding competitors, it seems logical to expect that it would have been more
aggressive in seeking acquisitions and that it would have seized upon the available
opportunities more often. The court recognized this and found that USM’s
acquisitions were a relatively insignificant source of its presumed market power.
But it also concluded that the fact that a significant number of shoe machinery
manufacturers and/or innovators offered acquisition opportunities to USM was
indicative of its market power.64 That is, the court found that USM’s acquisitions
and acquisition opportunities were primarily a consequence of its market power
rather than a source of market power. The court decided to deal with this presumed
symptom of market power by limiting USM’s ability to make future acquisitions.65

Even though the court did not condemn USM’s past acquisitions, the fact that
it limited the scope of future acquisitions reveals its concern with the role
that acquisitions played in USM’s market dominance. The court’s presumption
that USM’s being the preferred choice of those who wanted to sell assets was
indicative of market power is debatable. If the intellectual property had been
competitively significant, some of USM’s rivals presumably would have placed a
high value on it since it would have enabled them to compete more effectively with
USM. The seller of intellectual property, of course, is interested in selling his inven-
tions to the entity with the greatest willingness to pay for it. In the case of the shoe
machinery industry, USM may very well have been that entity due to its superior
efficiency, its expertise in the field, and its high quality research and development.66

But if this were the case, USM should not have been penalized for possessing such
desirable characteristics. And nor should sellers have been penalized for seeking
to maximize the returns to investments in intellectual property. Such penalties are
clearly undesirable in a social sense. To the extent that owners of intellectual prop-
erty receive less for the fruits of their investment, they will invest less. A reduction
in R&D expenditures will result in fewer innovations and thereby will reduce
consumer welfare.
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3.2. Restrictive Agreements

“The government alleged that USM ‘entered into agreements and understandings
with various manufacturers of shoe machinery and shoe repair machinery
designed to restrict, curtail, and prevent their competition in the manufacture and
sale of such machinery.’ ”67 If proven, these horizontal agreements would have
been clear violations of § 1 of the Sherman Act. After reviewing the examples
presented by the government, however, the court found the allegedly restrictive
agreements to be non-exclusionary, insignificant, or even unproven altogether.
Thus, the court did not find the alleged agreements to have had any important
anticompetitive effects.

3.3. Pricing Policy for Shoe Machinery

There was concern by both the government and the court regarding the manner
in which USM’s pricing policy discriminated between machine types. Basically,
USM had a higher mark-up on those machine types facing relatively less
competition. For those machine types that faced a greater degree of competition,
USM lowered its prices to meet competition and/or introduced new or improved
models.68 Surprisingly, the concern was not so much over the higher mark-ups
on some machines as it was over the fact that USM lowered its prices on other
machines to meet the competition. The court believed that these price reductions
both contributed to and were reflective of USM’s market power.69 This, of course,
is backward: being unable to maintain a high price due to competition signals an
absence of market power.

The court pointed out that in lowering its prices to meet competition, USM never
engaged in below-cost pricing, nor did it ever undertake a project for which it did
not expect to recover its investment.70 Thus, its behavior was not predatory and,
therefore, it was procompetitive.71 The court’s finding that lowering prices toward
the competitive level is an indication of market power is economically illogical.

USM’s price reductions in response to competitive entry illustrate the forces of
competition at work: a firm charging prices above the competitive level is unable
to sustain those prices without losing market share in the presence of competing
firms. Furthermore, the fact that USM had to resort to such measures to meet
competition demonstrates a lack of monopoly power over those machine types.72

The court itself noted that USM’s “earnings on its total operations [during]
1925–1949. . . approximate the average of 72 other manufacturers of durable
equipment” and concluded that “[t]here is no evidence that United has secured a
monopoly profit on its total operations, or on the machinery branch as a whole.”73
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Despite this observation, the court clearly was unhappy with USM’s pricing
policy. Fortunately, however, it took no action since it believed that any remedy
that it might prescribe (e.g. a uniform mark-up or price regulation) would not be
a marked improvement. This, of course, was a sensible result to a nonsensical
concern. Any remedy the court might have proposed would have penalized
USM for lowering its price to meet the competition.74 Consequently, it is a good
thing that Judge Wyzanski did not try to “fix” this perceived (albeit nonexistent)
problem.

3.4. Research

The government also alleged that USM attempted to reduce competition by
anticipating future demand for new and/or improved machinery and by producing
machinery designed to compete with new or improved models of machinery
introduced by competing shoe machinery manufacturers.75 The court acknowl-
edged the high quality and superiority of USM’s research division, citing its
“efficiency, intelligence, and vision.”76 Based on its examination of USM’s rate of
improvement of existing machine types and introduction of new machine types,
however, the court did not consider research to have been instrumental in USM’s
success, nor did it believe that most of USM’s research achievements could not
have been made in the absence of a company of USM’s size. The court appeared to
believe that despite its superior research and development resources, USM did not
have a significant impact on the rate of innovation in the shoe machinery industry.
Of course, it is difficult to assess what the rate of innovation would have been had
the market conditions been different. If USM did have an advantage in research
and development that allowed it to innovate at a faster rate, then its research
efforts should have been encouraged in order to promote greater efficiency in shoe
manufacturing. Fortunately, the court did not deem USM’s research activities to
be anticompetitive.

3.5. Policing Competitors

The government challenged the role of USM’s roadmen in reporting on the
installation and use by shoe manufacturers of competitors’ machines. The court
noted that the shoe manufacturers themselves did not indicate that they were upset
with this practice.77 Little comment is made by the court concerning this complaint
except that this practice was indicative of USM’s attentiveness to competition. This
judicial lack of concern would seem appropriate as gathering market intelligence
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is generally procompetitive. After all, a firm must be aware of what its rivals
are doing if it is to meet or beat the competitive challenges. Moreover, for USM
to know whether its lessees were complying with the lease contracts, it had to
gather information.

3.6. Patents

The government alleged that USM’s accumulation of patents revealed an anticom-
petitive intent, but the court did not find patents to be a significant source of USM’s
market power.78 The bulk of USM’s patents, approximately 95%, were on its own
inventions, and the bulk of those covered mainly minor developments. The court
saw nothing sinister in these patents, deeming them to be consistent with industry
practices: “In seeking patents on its own developments United has been motivated
by the usual considerations of protecting its investment and securing the benefit
of the patent laws.”79 Moreover, the court observed that when USM had served
notices of patent infringement, it had done so in good faith.

Despite these findings, the court ordered compulsory licensing of USM patents
in order to reduce USM’s presumed monopoly power. But ordering compulsory
licensing may be inconsistent with the purpose of patents, which is to encourage
innovation. It is the exclusivity of a patent that allows rents to be earned and,
therefore, encourages innovation. Even when compulsory licensing is limited to
those patents acquired from other firms (which was not the case inUSM), the mar-
ket value of the acquired patents may be reduced, resulting in a reduced incentive
to innovate.

The only way that the innovating firm would not be harmed by compulsory
licensing is if it is allowed to charge a royalty that is equal to the monopoly rents
that it would have received under exclusive patent rights.80 The court ordered that
a “reasonable” royalty be charged on all licensed patents, creating the distinct
possibility that the full monopoly rents would not be received.81 If USM charged
a royalty rate that extracted the full monopoly profit, the licensee would still earn
a competitive return. In that sense, the royalty would be “reasonable” even though
the licensee would earn no supracompetitive profit. If the court dictated that USM
had to charge a lower royalty than the profit-maximizing royalty, then this would
amount to a judicial taking, which may raise Constitutional issues.

Scherer (1980, p. 457)suggests that compulsory licensing may be useful when
“judiciously confined to cases in which patent-based monopoly power has been
abused or extended far beyond levels needed to provide adequate incentive.”82 But
the court found no such abuse. Its remedy, however, indicated that it did not find
USM’s behavior concerning patent rights to be fully acceptable since it confined
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the royalties to “reasonable” levels. This is another example of the court’s failure
to find any wrongdoing on USM’s part, but treating USM in its final decree as if
it had found anticompetitive behavior.83

3.7. Second-Hand Shoe Machinery

The government challenged USM’s practice of purchasing second-hand shoe
machinery, much of which it had produced in the first instance. The court did
not find much evidence that USM either employed the machines itself or that
it resold the machinery.84 As a result, the court inferred that the purpose of
these purchases was anticompetitive and ruled that USM could not purchase or
otherwise acquire second-hand shoe machinery except on a limited basis for
experimentation.85 In addition, the court’s mandate that USM offer its machines
for sale as well as for lease was intended to stimulate a second-hand market in
USM machines and thereby promote competition.86 The court’s ruling was not
entirely unreasonable. Preventing a second-hand market from emerging may very
well restrict competition. If second-hand goods serve as reasonable substitutes
for new goods, then it is fair to include those second-hand goods in the product
market definition. As a result, the foreclosure of those goods from the market will
necessarily restrict competition to some extent.87

Judge Wyzanski was convinced that a second-hand market would be important
in providing competition in the shoe machinery industry.88 He reasoned that
a second-hand market would not only enable outside interests to purchase
second-hand machinery for employment in shoe manufacturing, but that it
would also allow competing firms to copy non-patented features of USM’s
machines. Although preventing a second-hand market does have the potential for
anticompetitive harm, it appears that this was not the case in the shoe machinery
industry. For example,Crandall (2001)andCrandall and Elzinga (2004)observe
that despite the development of a second-hand market for shoe machinery after
Judge Wyzanski’s ruling, the price of shoe machinery did not decrease and USM
continued to hold a commanding share of the market.89

3.8. Shoe Factory Supplies

“The government alleged that USM had ‘engaged in a program designed to
enable it to provide all shoe factories in the United States with all shoe factory
supplies required by them.’ ”90 The court examined the different supply categories
separately. For those supplies that it found to be monopolized by USM, the
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court ordered USM to divest both the manufacture and the distribution of those
supplies.91 The court also ordered USM to stop distributing supplies produced
by other companies. Concerning the distribution of supplies not manufactured
by USM, the court further found that “United ought not to be allowed to
continue these distributorships because they flowed to United partly, at any
rate, as an indirect consequence of United’s prohibited monopolization of shoe
machinery.”92

The court’s remedy probably did no great harm, but it was not the product of
sound reasoning. First, the court inferred monopoly power on the basis of market
shares of the supplies.93 This, of course, is an inadequate foundation. Second, the
court attributed USM’s monopolization of certain supplies to its market power
in shoe machinery: “[t]his control comes principally from United’s power over
the shoe machinery market. And for that reason the exercise of dominant power
in those supply fields is unlawful. An enterprise that by monopolizing one field,
secures dominant market power in another field, has monopolized the second field,
in violation of § 2 of theSherman Act.”94 But it does not appear that USM was
“leveraging” its monopoly power in shoe machinery in order to obtain a monopoly
in supplies. For example, the court observed that shoe manufacturers were familiar
with USM, trusted USM, had faith in USM’s ability to specify and select appropri-
ate supplies, and were aware that its leasing system effectively made it a “partner
interested in the effective functioning of the machines.”95 It is logical that shoe
manufacturers would turn to the company that manufactured their machinery for
guidance and advice on the appropriateness of complementary supplies. The court
did not seem to recognize the true economic significance of the complementarity
of factory supplies and USM’s machines. To the extent that USM were to raise
the prices of supplies, the demand for its machines would necessarily be lower.
As a result, it is not too likely that shoe manufacturers were being significantly
overcharged for supplies. In fact, USM may have begun selling supplies because
the market for these supplies was imperfectly competitive. In that event, USM’s
supply would have had a procompetitive effect and the court’s ruling would have
been counterproductive.

The court also observed that numerous supply manufacturers had been attracted
to USM’s distribution channels because of its good service and its position in
the shoe machinery industry. Consequently, USM distributed numerous supplies
made by other manufacturers. While the court believed that these distributor-
ships enhanced USM’s market power, it acknowledged that the supply manu-
facturers were free to terminate their arrangement with USM and use alternative
channels of distribution.96 These nonexclusionary relationships suggest that the
decision to distribute supplies through USM was motivated by procompetitive
reasons rather than anticompetitive ones. There are various reasons why suppliers
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might have preferred to use USM’s distribution system rather than alternative
channels, which included distributing their supplies themselves. It may simply
have been more efficient (i.e. less costly) to utilize USM’s existing distribution
system, rather than to create a separate distribution system. USM’s knowledge
and experience in shoe machinery may have offered it the ability to market certain
shoe machinery supplies more successfully. One thing is for certain, however:
suppliers would not have chosen to distribute their supplies through USM if it
had been less profitable to do so. Once again, the court identified no wrongdoing
by USM other than being too successful in the marketplace.

3.9. Summary of Non-Lease Complaints

The court’s treatment of the non-lease allegations demonstrates its generally hostile
attitude toward USM’s business practices. Even for the business practices that the
court conceded caused no anticompetitive harm, it still limited USM’s future ac-
tions. Behavioral restrictions in the absence of any finding of anticompetitive harm
are likely to lead to confusion regarding the boundaries of acceptable firm conduct.
In addition, courts should be especially cautious about prohibiting procompetitive
conduct in the hope that the ultimate effect will be beneficial.

4. LEASE-RELATED ALLEGATIONS

The court’s condemnation of USM was based largely on its objection to USM’s
leasing system. In particular, the court found the use of leasing (rather than
selling) to be a barrier to entry into the shoe machinery industry. Judge Wyzanski
attributed USM’s market dominance to three things: (1) the original formation of
the company; (2) the superiority of USM’s products and services; and (3) USM’s
leasing system. Moreover, Judge Wyzanski concluded that the first two factors
were “plainly beyond reproach.”97 USM’s original formation was the product
of horizontal mergers, which had previously been subject to judicial review
and found legal. Judge Wyzanski also recognized that USM provided superior
products and service. USM’s excellent service was especially important to shoe
manufacturers because shoe machinery breakdowns stopped production entirely
and thereby imposed significant losses on shoe manufacturers. With respect to the
third factor, Judge Wyzanski characterized USM’s leasing system as “honestly
industrial.”98 He acknowledged the fact that leasing shoe machinery conformed
to long-standing industry practices dating back to the Civil War.99 Nonetheless,
Judge Wyzanski condemned USM’s leasing practices.
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Judge Wyzanski’s analysis rested on existingSection 2case law.100 He iden-
tified three different tests of illegal monopolization.101 The first, which pre-dates
Judge Learned Hand’sAlcoa102 decision, finds a violation of § 2 if the defendant
has acquired or maintained the power to exclude rivals through activities that
would violate § 1. This is the narrowest definition of illegal monopolization,
i.e. the lowest likelihood of finding a § 2 violation, since it essentially requires
finding a § 1 violation. The second test is that articulated by Judge Hand in
Alcoa and is the broadest of the three approaches. Judge Wyzanski interpreted
Judge Hand to say that “one who has acquired an overwhelming share of the
market ‘monopolizes’ whenever he does business. . . apparently even if there is
no showing that his business involves any exclusionary practice.”103 But Judge
Wyzanski also noted that theAlcoadoctrine allowed the defendant to

escape statutory liability if it bears the burden of proving that it owes its monopolysolely
to superior skill, superior products, natural advantages,. . . economic or technological effi-
ciency,. . . low margins of profit maintained permanently and without discrimination, or licenses
conferred by, and used within, the limits of law.104

The Alcoa test effectively condemns all monopoly power that the firm did not
acquire through sheer luck or “superior skill, foresight, and industry.”105 The third
test of illegal monopolization is based on Judge Wyzanski’s reading ofGriffith.106

Here, a firm violates § 2 if it: “(a) has the power to exclude competition, and (b)
has exercised it, or has the purpose to exercise it.”107 Judge Wyzanski interpreted
Griffith to hold that “it is a violation of § 2 for one having effective control of
the market to use, or plan to use, any exclusionary practice, even though it is
not a technical restraint of trade.”108 In short, Judge Wyzanski interpreted the
case law to “hold that market control is inherently evil and constitutes a violation
of § 2 unless economically inevitable, or specifically authorized and regulated
by law.”109 Thus, Judge Wyzanski recognized that market dominance was not
necessarily illegal provided that it was inevitable. But he also concluded that
USM’s market dominance did not fall into this protected category.

Judge Wyzanski concluded that USM was guilty of illegal monopolization
under any one of the three standards although he focused primarily on theAlcoa
andGriffith tests.110 Judge Wyzanski held that:

(1) the defendant has, and exercises, such overwhelming strength in the shoe machinery market
that it controls that market, (2) this strength excludes some potential and limits some actual,
competition, and (3) this strength is not attributable solely to defendant’s ability, economies of
scale, research, natural advantages, and adaptation to inevitable economic laws.111

Specifically, Judge Wyzanski condemned USM’s leasing system on the ba-
sis that it was not the inevitable consequence of “ability, natural forces, or
law.”112 Rather, USM’s leasing system constituted contracts and policies that
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“furthered the dominance of one firm” rather than encouraging competition on
the merits.113

Judge Wyzanski’s interpretation of the existing case law led to his central
finding that USM’s leasing practices resulted in an illegal monopoly of the
shoe machinery industry in violation of § 2 of the Sherman Act. If it can be
demonstrated, therefore, that USM’s leasing system was designed to meet the
needs of shoe manufacturers in addition to having efficiency justifications, then
Judge Wyzanski’s conclusion that USM was not competing on the merits is
unfounded and USM’s market share should not have been condemned.114 Such
a showing will be made in this section. A description of the central antitrust
concerns and an economic analysis of the court’s ruling follows. The concerns
can be grouped into (1) leasing itself and (2) specific lease terms.

4.1. The Lease-Only Policy

Leasing had been practiced in the shoe machinery industry since the Civil War
and was practiced by USM’s predecessors as well as its competitors. Generally,
shoe manufacturers (i.e. USM’s customers) had not complained of this practice
before or during the trial.115Despite the long-standing and accepted role of leasing
in the shoe machinery industry, the court found the lease-only policy associated
with many of USM’s machines to be anticompetitive.116 The court found that the
lease-only policy restricted competition in several ways: first, by making shoe
manufacturers less likely to switch to alternative brands; second, by preventing
the formation of a second-hand market; and finally, by making it more difficult
for competing firms to copy non-patented parts.117The court’s remedy concerning
this aspect of USM’s practices was twofold: one, it limited the length of the lease
terms to no more than five years, and two, it ordered USM to offer any machine for
sale that it offered for lease with the sales option being approximately as attractive
as the lease option.118 Close examination of USM’s leasing policies reveals some
serious problems with the court’s analysis and its consequent ruling.

One problem is that while the court acknowledged that there were procompet-
itive benefits to leasing, it made no apparent effort to weigh these benefits against
the allegedly harmful effects of leasing in a true rule of reason analysis.119 Fun-
damentally, the court based its decision on its presumption that USM’s lease-only
policy was detrimental to competition. Furthermore, it appears that the court
objected so strongly to the lease-only policy because of USM’s size. The court
did not seem uncomfortable with the fact that leasing had been an industry-wide
policy dating back to the Civil War and that USM’s competitors also practiced
leasing; rather, its apparent concern was simply that a company of USM’s size
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had a lease-only policy. USM argued that the court’s remedy would disadvantage
USM relative to its competitors since they would not have to offer the sale option.
The court, however, declared that USM had placed itself “in a class different from
any of its competitors” by using leases to monopolize the shoe machinery industry
and that its remedy was necessary to “bring United. . . in the same class as its
competitors.”120 Thus, the court clearly wanted to restructure the industry with
conduct remedies.121

4.1.1. Procompetitive Motivations for Leasing
There are important advantages to leasing that the court barely recognized in its
opinion and certainly did not appear to weigh in its analysis.122 One potential
advantage of leasing is that it may allow a shoe manufacturer to avoid bankruptcy
in the case of financial difficulty since the firm’s inability to pay under a lease
contract may result only in the repossession of equipment.123 Another advantage
of leasing, and one that was apparently important to shoe manufacturers, is that it
allows firms with little or no capital to enter the industry since the lease enables
them to avoid a large down payment and acts as a form of financing.Roe (1913,
p. 939)observes that the industry’s longstanding leasing practices reflected cus-
tomers’ preferences: “Shoe manufacturers were disinclined to tie up their capital
in expensive machinery bought outright, and preferred leases.. . .” This point also
was made by shoe manufacturers themselves who testified that leasing facilitated
entry into shoe manufacturing and who apparently were pleased with their ability
to prosper under USM’s leasing system.124

In addition, leasing allows the lessor to act as an insurer against risk. The
shoe manufacturer faces risk if the life of the machine is uncertain or if the
maintenance and repair requirements are uncertain.125 For example, consider a
shoe manufacturer that is debating between purchasing a machine and leasing a
machine. The life-cycle cost (C) associated with a machine purchase is

C = P +
T∑

t=1

Mt

(1 + r )t
− S

(1 + r )T
(1)

whereP is the initial purchase price of the machinery,Mt is the maintenance and
repair expenditure in periodt, r is the discount rate,S is the scrap value, andT is
the life of the machine. On the other hand, the cost to the shoe manufacturer of
leasing the machine during its life is

R =
T∑

t=1

Lt

(1 + r )t
(2)



364 ROGER D. BLAIR AND JILL BOYLSTON HERNDON

whereLt is the amount of the periodic lease payment. This, of course, assumes
that USM is responsible for maintenance and repair.126

In a nonstochastic environment with rational buyers and sellers,C andRshould
be the same. In that event,

P +
T∑

t=1

Mt

(1 + r )t
− S

(1 + r )T
=

T∑
t=1

Lt

(1 + r )t
. (3)

Equation (3)implies that

P − S

(1 + r )T
=

T∑
t=1

Lt − Mt

(1 + r )t
. (4)

Equation (4)shows that leasing is simply a financing mechanism. Instead of
initially making one lump-sum payment for the durable, the consumer makes
periodic payments overT periods. In either case, the net present value of the cost
to the shoe manufacturer will be the same. This will be true irrespective of market
structure due to life-cycle costing on the shoe manufacturer’s part. The rational
buyer will compare the total lease price with the total purchase price and will
choose what he considers to be the best deal.127 If the market is competitive, then
a seller (e.g. USM) cannot extract higher rents through a leasing policy since the
buyers (e.g. the shoe manufacturers) will evaluate the life-cycle cost to them and
either purchase or lease the required machinery from a competing firm that offers
lower prices. If the seller has a monopoly, the best it can do is reap the same
monopoly rents under either strategy.128

If the shoe manufacturer faces uncertainty concerning either the life of the
durable or the frequency and degree of maintenance and repair needs (which in all
likelihood it does), then leasing will provide a preferable means for obtaining the
necessary equipment if the shoe manufacturer is risk averse.129 Risk aversion on
the part of the shoe manufacturer means that it would be willing to pay a premium
for another party (such as USM) to bear the risk. Unpredictable maintenance and
repair needs pose a significant risk to shoe manufacturers since machine downtime
is often very costly. Furthermore, no shoe manufacturer enjoys the prospect of
premature obsolescence, which usually occurs in industries with fairly rapid
technological change. A high rate of innovation results in what once were modern
methods of production becoming obsolete. As a result, those manufacturers
with obsolete equipment will face higher production costs relative to those of
rivals employing the latest technology. USM’s leasing policy provided for timely,
high-quality maintenance and repair in addition to the return of equipment,
without penalty, that was no longer needed.130
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USM, on the other hand, could probably behave in a less risk-averse fashion
since it leased so many machines across a large number of shoe manufacturers, i.e.
it had a portfolio of risky assets and, therefore, could diversify its risk. Moreover,
it had greater knowledge about technological change and, therefore, faced less
uncertainty regarding obsolescence. As a result, USM was able to provide both the
services of the durable and insurance to shoe manufacturers through the leasing
mechanism. Of course, USM also benefited from leasing. By providing insurance
to risk-averse manufacturers, it earned some profit due to the fact that risk-averse
shoe manufacturers would be willing to pay a premium to USM for bearing risk.
Thus, if it were the case that USM earned some rents from leasing, this fact would
not imply anticompetitive conduct. It is possible, as in the case just described,
that profits may be earned and greater efficiency achieved simultaneously.131

If USM’s leases were motivated by efficiency reasons and not for anticom-
petitive purposes, then why would it decline to also offer a sales option? If the
majority of shoe manufacturers preferred to lease certain types of machinery,
USM may have found that it was not profit maximizing to also develop a separate
sales contract because of the additional transactions costs involved.Masten
and Snyder (1993)argue that USM’s leasing policies provided a preferable
alternative to contractual warranties to ensure product quality and the provision
of manufacturer services and information. In an empirical analysis of USM’s
leasing policies, they found that the lease-only policy applied to the most complex
and important machines. Moreover, when shoe manufacturers were given a
choice between purchasing and leasing, they tended to lease the more complex
machines. These findings are consistent with their efficiency explanations for
USM’s leasing policies – promoting product quality, preventing free riding on
non-product-specific information and services, and reducing transaction costs.132

Thus, there are several compelling efficiency explanations for USM’s leasing
policy. We will now turn to some of the major anticompetitive explanations.

4.1.2. Anticompetitive Motivations for Leasing
Despite the shoe manufacturers’ obvious preference for leasing, Judge Wyzanski
found USM’s practice of only leasing certain machinery to be an important factor
contributing to USM’s market power. The question then is how a lease-only policy
is a more effective tool for maintaining and exercising monopoly power than an
outright sale. We explore two key explanations.

4.1.2.1. The coase conjecture.Almost 20 years after Judge Wyzanski’sUSM
decision, Ronald Coase’s classic article on the pricing dilemma faced by a durable
goods monopolist was published. Coase’s theory, which is now the familiar Coase
Conjecture, explains why a monopolist of a durable good may prefer leasing to
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selling.133 Coase suggests that a durable goods monopolist may employ leases to
earn monopoly profits that would not be earned if the monopolist sold the durable
instead. The reason for this is that the monopolist has an incentive to engage
in intertemporal price discrimination when it sells a durable good. That is, once
it has sold the durable to the customers willing to pay the monopoly price, it
has an incentive to subsequently lower the price over time until the competitive
quantity and price are reached. Cognizant of the monopolist’s incentives, buyers
will not be willing to pay a supracompetitive price in the first instance. When the
monopolist cannot credibly commit to monopoly quantities in the long run, buyers
will recognize that fact and refuse to pay the monopoly price.

Coase suggests leasing as a possible solution to the monopolist’s commitment
problem. If the lease terms are sufficiently short, then it is in the monopolist’s
interest to maintain the monopoly price since its behavior will affect its lessees’
expectations concerning future periods.134 In effect, the durable is returned to the
monopolist at the lease expiration and it is the monopolist, therefore, that incurs
the inframarginal loss if output is increased. Hence, short-term leases may allow a
durable goods monopolist to credibly commit to maintaining the monopoly price
and output.

Wiley et al. (1990, pp. 718–730)provide a detailed analysis that describes
the conditions and restrictions involved in applying the Coase Conjecture to a
specific industry and apply these to the facts inUSM. They demonstrate that the
shoe machinery industry did not adequately meet the conditions necessary to earn
monopoly rents under a leasing system as described by Coase. For example, Coase
assumed a fixed number of buyers.Wiley et al. (1990, pp. 721–723)observe that
if there is regular entry of new buyers instead, including high valuation buyers,
then the monopolist has an incentive to maintain high prices and the commitment
problem vanishes. There was, in fact, regular entry by shoe manufacturers:Kaysen
(1956, p. 55)indicates that there was a 10–12% turnover of shoe manufacturers
annually. Another key implication of the Coase Conjecture is that lease terms must
be relatively short to provide a credible commitment to maintaining the monopoly
price and output. Indeed, the shorter the duration of the lease, the greater the incen-
tive of the monopolist to maintain high prices. Since it is the ability to commit to
restricting output and thereby charging high prices that permits monopoly profits
to be earned, short-term rather than long-term leases provide the necessary credi-
bility. On the other hand, if the term of the lease is so long that it closely resembles
a financed purchase, then the monopolist’s incentive to maintain a low output
and a high price will be reduced.135 But USM’s 10-year lease terms certainly
could not be considered short and, in fact, Judge Wyzanski expressed his concern
that they were too long.136 Thus, the Coase Conjecture does not explain USM’s
leasing policy.
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4.1.2.2. Elimination of the second-hand market.As noted above, Judge
Wyzanski believed that a second-hand market would be an important source of
competition for new shoe machinery. In addition to USM’s purchases of used shoe
machinery, he considered the lease-only policy to be instrumental in discouraging
the development of a second-hand market.137 Although it would have been
difficult to evaluateex antehow important USM’s leasing policy was to the
second-hand market,Crandall (2001)andCrandall and Elzinga (2004)observe
that a second-hand market did emerge after Judge Wyzanski’s decree but conclude
that competition in the shoe machinery market overall was not significantly
enhanced as a result.138 Thus, while there was some merit in Judge Wyzanski’s
concern about the absence of a second-hand market in shoe machinery, it does
not appear that this had a significant impact on social welfare.

4.1.3. Summary of Lease-Only Policy
In evaluating USM’s leasing practices in 1953, Judge Wyzanski found that the
lease-only policy was instrumental in USM’s attaining a large market share, from
which he inferred market power. The preceding analysis, however, indicates that
procompetitive reasons were the likely basis for USM’s leasing policy. Leasing
would have been no more effective in protecting monopoly profits than selling
except to the extent that it eliminated competition in the second-hand market,
which appears not to have been a significant factor. The overwhelming support
of the shoe manufacturers for leasing and the compelling efficiency justifications
suggest that condemnation of the lease-only policy was ill advised.

4.2. Lease Provisions

In addition to objecting to the lease-only policy itself, the court found various lease
clauses as well as some lease-related practices to be anticompetitive. The key lease
clausesfound to be restrictive were the 10-year lease term, the full-capacity clause,
the monthly minimum charge, and the return charge. The following lease-related
practicesalso were found to be objectionable: discriminatory enforcement of return
charges, “commutation” charges, the right-of-deduction fund, and the provision of
“free” service. Each of these components will be described and analyzed in turn.

4.2.1. Lease Term
The court deemed USM’s 10-year lease term to be one of the exclusionary and
restrictive features of its leasing system that discouraged shoe manufacturers from
using competitors’ machines.139 The court determined that the 10-year term was
too long because not enough business was up for grabs each year. The term of the
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lease in conjunction with the other lease provisions was believed to be a significant
barrier to expansion by incumbents and entry by outsiders. Thus, the long lease
term, combined with other lease provisions, was considered to be an obligation
that excluded buyers from being available to purchase competitive machines.140

With shorter terms, the court apparently believed that shoe manufacturers would
feel freer to try out alternative machines. In other words, competitors would have
expanded opportunities to place their machines if there were more frequent lease
expirations. As a result, the court imposed a maximum lease term of five years.

When evaluating the reasonableness of the lease term, it is instructive to
examine the attitudes of those subject to the lease, i.e. the shoe manufacturers.
If they have no complaints and do not feel oppressed, the firm offering the lease
must be doing something right. There is direct evidence that the lease term was not
designed to be exclusionary, but that it was designed to meet the needs of the shoe
manufacturers. In the early 1900s, USM’s standard lease term was 17 years. After
the 1918USM-NJSupreme Court decision, USM offered the shoe manufacturers
a 7-year lease term, butto meet their customers’ preferencesUSM settled on a
10-year term.141 Thus, at the request of its customers, USM increased the duration
of its leases. It seems unlikely that the shoe manufacturers themselves would have
requested a detrimental lease term. Furthermore, USM faced competition for the
initial placement of virtually every machine that it supplied. Thus, the lease term
was subject to competitive forces.

It also is important to recognize that USM’s outstanding leases did not all
expire simultaneously. Staggered lease expirations mean that there are continuing
opportunities for competitive placement of shoe machinery. In addition to
the routine lease expirations,Kaysen (1956, p. 55)indicates that there was a
10% to 12% turnover of shoe manufacturers annually. Recall that there were
approximately 1,460 shoe manufacturers at the time of the suit,142 which means
that there were approximately 146–175 entrants into shoe manufacturing each
year (although not an increase in the total number of shoe manufacturers). This,
of course, presents the opportunity for competitors to place their machinery with
the newcomers. In essence, each year presented ample new opportunities for
competitors to place or introduce their machinery.

Kaysen (1956, 28)reports that USM had approximately 82,000 machines under
lease. Assuming that USM’s market share was 85%, the total number of leased
machines in 1947 would have been about 96,471.143 Assuming a conservative
10% lease turnover rate, there were approximately 9,647 lease expirations per
year. The share of the market not held by USM was 15%, or approximately
14,471 leased machines. As previously mentioned, USM faced competition from
at least ten other domestic producers in addition to some foreign competitors
that were successfully competing in the shoe machinery market.144 For ease of
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illustration, suppose that USM faced only ten competitors, each with a market
share of 1.5%.145 Under this assumption, each competitor was able to survive
and compete with USM in the shoe machinery industry by leasing approximately
1,447 machines, which is only 15% of the machines that were up for lease each
year.146 Thus, it appears that there was ample room for entry by competing shoe
machinery manufacturers on a relatively small scale.

Even if a 10% lease turnover rate was not high enough to sustain new entrants
into the shoe machinery industry, as is argued byBrodley and Ma (1993,
pp. 1205–1206), the sales alternative mandated by the 1953 decision would not
appear to increase the opportunities for either entry of or expansion by competi-
tors. Due to the durability of the machines, even if they were sold, the number of
shoe manufacturers in the market for new machines would still be limited.

In summary, the court erred in two fundamental respects in assessing USM’s
lease term. First, its view that requiring any machine with a lease option to also
have a sale option would promote competition is misguided. A long-term lease is
no more restrictive than a financed sale since both transactions reduce the number
of buyers in the market. Second, the court’s remedy of shorter lease terms does
not make sense. As discussed previously, shorter lease terms would be more likely
to promote monopoly pricing and profits because they make the monopolist’s
commitment to restrict output more credible. The court’s analysis of the effects of
a long lease term and its proposed remedy reflect unsound economic reasoning.

4.2.2. Full-Capacity Clause and Monthly Minimum Charge
The full-capacity clause and the monthly minimum charge are appropriately
examined together since they both concern machine usage and USM’s revenue
dependency on that usage. Thefull-capacity clauserequired the lessee to use
each USM machine to its full capacity “upon all. . . footwear. . . of which such
machinery is capable of being used.”147 The court found that this stipulation
deterred lessees of USM machines from experimenting with competitive ma-
chines. USM’s unwritten policy of enforcing this clause only when a competitive
machine was responsible for a breach of this requirement reinforced the court’s
view.148 Kaysen (1956, p. 70)argues that this clause restricted competition by
raising the cost of using a competitive machine if a shoe manufacturer chose
to employ both, since the USM machine always had to be used to full capacity,
allowing the competitive machine to pick up only the surplus.

USM’s history, however, does not indicate that the full capacity clause was
employed with the intent to monopolize the shoe machinery market. First, this
policy had been employed throughout USM’s history and had been a provision in
one of USM’s constituent company’s (the Consolidated Company) leasing system
before the original merger occurred.149 In the 1918 case, USM stated that the
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purpose of the clause was to protect its revenues since the royalties it collected
were based on machine usage, and the Court did not object to its inclusion. The
full capacity clause also survived the government’s subsequent challenge, which
culminated in the Supreme Court’s 1922 decision. Judge Wyzanski, however,
viewed this clause as an exclusionary device and ordered that it be eliminated
from the leases.150 This, of course, would lead USM to find other, presumably
less efficient, ways of protecting the revenue stream.

Themonthly minimum chargeapplied to 91 types of machines.151 Six of those
machines had a unit charge rental requiring that the lessee pay a certain amount to
USM for every pair of shoes involving that machine. The other 85 machines had
both a unit charge plus a fixed monthly rental. USM set a minimum number of pairs
of shoes to be produced each month on those machines for which a unit charge
was levied. When that minimum number was not met, lessees were required to
pay a minimum monthly user charge as well as any applicable monthly rental.152

The court considered only the restrictive effects of these provisions. It would be
hard to argue that these provisions had no exclusionary effects, for naturally they
did. But any time a firm uses one machine it necessarily excludes the use of a rival
machine. Moreover, it is necessary to consider the legitimate business reasons for
such provisions. One legitimate business reason for USM’s full-capacity clause
and the monthly minimum charge, of course, would have been to protect revenues.
In short, USM did not want to bear the full cost of a shoe manufacturer’s having
idle machines.

A closer examination of USM’s pricing mechanism explains these two lease
provisions. For 85 machine types, USM employed a two-part tariff composed of
a monthly rental fee plus a unit charge levied on every pair of shoes operated on
by the machine in question.153 Of those 85 machine types, 39 were among the
“major” machines types and 46 were among the “minor” machine types.154 Thus,
approximately 64% of the major machine types, 16% of the minor machine types,
and 25% of all machine types were priced according to a two-part tariff.155

USM’s two-part tariff was composed of a fixed fee plus a variable fee,

Ri = Fi + ui qi , (5)

where the monthly rental charge (Fi) is the fixed fee and the unit charge (ui)
is the variable fee on machinei. Under the two-part tariff, the total revenues to
USM and the total cost to the shoe manufacturer both increase asqi increases.
As qi increases, however, the average total cost to the shoe manufacturer declines
because the fixed component is spread over a larger output.

If a firm has market power, it can impose a two-part tariff and thereby earn more
profit than it can earn with uniform monopoly pricing. If the buyers have identical
demands for, say, lasting machines, the monopolist can charge the competitive
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price per unit (i.e. marginal cost) and extract the entire consumer surplus through
the lump-sum fee.156 The result is that a higher quantity is sold. This, in turn, will
mean that more shoes are produced and, therefore, consumers of shoes will be
better off. The reason for this result is that the deadweight social welfare loss as-
sociated with uniform monopoly pricing is avoided through this two-part tariff.157

USM, however, is not the only firm that benefited from its use of a two-part
tariff. Kaysen (1956, p. 190)acknowledges that this method of pricing a durable
good provides the manufacturer with an incentive to continue to make improve-
ments in shoe manufacturing machinery. Since USM’s revenue stream depended
on the productivity of its machines, it had a vested interest in producing durable,
high-quality machines. This, in turn, would have benefited shoe manufacturers
directly and shoe consumers indirectly.158

It could be argued that USM’s ability to employ a two-part tariff is evidence of
market power. Once again, however, it is important to distinguish between market
power that was unlawfully obtained and/or exercised and market power that was
obtained through legal means and was not unlawfully exercised. USM’s size was
achieved mainly through mergers that were found lawful in the 1918USM-NJ
decision, because they were largely product extension mergers, and the superior
quality of its goods and services. The question, therefore, is whether USM’s use
of a two-part tariff is evidence of its unlawful exercise (rather than acquisition) of
monopoly power.159 There are legitimate revenue-based and cost-based reasons
for employing a two-part tariff.

One obvious reason for employing a two-part tariff is to generate greater rev-
enues, but there are instances in which this motive should not lead to an inference
of anticompetitive behavior. First, if some of the machine types in question were
protected by patents, which seems likely, USM’s monopoly power and its ability
to price above cost were legally conferred. The exercise of such monopoly power
by employing a two-part tariff rather than charging a uniform monopoly price
results in greater overall welfare both by expanding output and by providing a
greater return to innovation. Second, USM’s size may have allowed it to achieve
economies of scale, thereby enabling it to enjoy lower unit costs and a competitive
advantage. In this case, a firm’s ability to price above cost is the result of its efforts
to improve its own efficiency. It is not due to exclusionary conduct and, therefore,
these efforts should not be condemned. Third, supracompetitive pricing could
have occurred if USM offered a better package and/or a higher quality product for
which shoe manufacturers had a greater willingness to pay. For example, USM
provided service and training to its lessees without separate charge, but the costs of
these had to be covered somewhere. Fourth, the two-part tariff may have protected
USM from revenue fluctuations due to variability in machine output. For example,
consider the detrimental consequences to USM if its unit-charge machines were
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used only as back-up machines in the event of a breakdown of the primary
machine employed. If USM had committed to a low monthly rental, then it would
have run the risk of not collecting sufficient revenues in the absence of a protective
clause. On the other hand, if it had opted for a high monthly charge, it could have
lost some profitable, albeit low-volume, lessees. Finally, to the extent that USM
extracted more surplus by using a two-part tariff, it would be more vulnerable to
competition – not less vulnerable.

Another rationale for employing a two-part tariff may be to cover cost
differences in servicing different shoe manufacturers.160 The higher volume users
of shoe machinery paid a higher total price per month. USM may have recognized
that by implicitly providing maintenance and repair services to all of its lessees
without separate charge, those lessees with greater machine usage would, in
general, have greater servicing needs due to greater wear and tear. Therefore,
USM would have incurred greater costs in servicing those users.

In the above situations, USM’s pricing mechanism would be the result of legit-
imate business considerations regarding revenue generation. Therefore, any lease
provisions, such as the full-capacity clause and the monthly minimum charge,
protecting the collection of these revenues would seem to be valid. Let’s consider
USM’s use of the monthly minimum charge as an illustration. USM’s pricing
scheme for shoe machinery indicated inEq. (5)may be written more generally as

Ri = Fi + Ui (6)

whereRi represents the total monthly revenues from theith machine,Fi is the
fixed monthly rental fee for theith machine (if applicable), andUi represents the
revenues earned from the unit charges levied on theith machine. The unit charge
component can be defined more precisely as

Ui =
{

Mi if qi < q∗
i

uiqi if qi ≥ q∗
i

(7)

whereMi is the monthly minimum charge if the quantity of shoes produced on the
ith machine (qi) is less than the minimum number of pairs specified by USM (q∗

i )
andui is the unit charge levied on each pair of shoes. The court estimated that the
minimum charge would be approximately 10% of the unit charges if the machine
in question were used to its full capacity.161 The court had virtually no comment
as to any anticompetitive effects that the monthly minimum charge might have. In
its remedy, however, the court ruled that USM could set unit and/or monthly rental
charges (as it must), but that it could no longer impose minimum charges.162

But it is easy to understand why USM might have wanted to impose a minimum
charge. Again, an obvious explanation is revenue protection. Since USM’s revenue
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was based on machine usage, it would want to ensure some minimum level of
revenue to protect against output variability (based on industry performance and
the performance of an individual shoe manufacturer) as well as against having
its machines used as back-up machines.163 Masten and Snyder (1993, p. 60)
observe that the minimum charge was sufficiently low that it probably had a
small deterrent effect and suggest that the minimum charge may have been
used to cover the cost of free-ridable investments. In addition, USM waived the
monthly minimum charge for any four months of its lessees’ choosing, which
would permit experimentation or simply deal with seasonality.164 Similarly,
USM could have relied upon the full-capacity clause to make it quite expensive
for a lessee to experiment with a competitive machine. But USM was willing to
waive the full-capacity clause for a “reasonable time” in order to allow a lessee to
try out a competitive machine.165 Neither of these practices would appear to be
exclusionary.166 It seems highly unlikely that a firm determined to monopolize
a market would be willing to waive lease provisions so its customers might try
out competitive machines. Rather, it suggests that USM was confident that its
machines and services would prove to be superior to those of its rivals.

In summary, the full-capacity provision and the minimum monthly charge
provision do not appear to have been monopolistic practices. There are valid
business justifications for their inclusion in the leases. In addition, USM’s actual
practices with respect to waivers are clearly consistent with competition on the
merits. Neither provision warranted judicial condemnation, and the court was
remiss in not exploring the potential legitimate business reasons for USM’s
inclusion of these two provisions.

4.2.3. Discriminatory Enforcement of the Return Charge, Commutation Charge,
and Right-of-Deduction Fund
The return charge, the discriminatory enforcement of the return charge, the commu-
tation charge, and the right-of-deduction fund are all lease provisions (some written
and some unwritten) that influenced the manner in which USM handled returns of
its machines.167 The regularreturn charge(which was also referred to asdeferred
payment) was a written provision that required a fee, which the district court
estimated to be “somewhere between 30% and 40% of the manufacturing plus the
developmental cost of the machine type,” on any machine returned by the lessee.168

In addition, lessees were expected to cover the costs of any broken or missing parts
and delivery costs. These payments applied to any lease termination, including
lease expirations.169 Although Judge Wyzanski offered little comment on the
effect of the return charge itself (separate from its discriminatory enforcement, that
is), he apparently objected to this provision since he grouped it with other practices
that he characterized as “exclusionary”170 and “restrictive.”171 Judge Wyzanski
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saw the return charge as one more factor that deterred lessees from switching to
competitive machinery. Consequently, he reduced the payment paid by lessees
upon return of United leased equipment to “shipping costs, the cost of broken and
missing parts, and. . . no more than the equivalent of the monthly (not the unit)
payments which would have been due had the lessee kept the machine for an addi-
tional three months,” granting the lessee the right to “return the leased machine at
any time after one year” despite the five-year maximum lease term that was set by
the court.172

Without more facts, it is hard to see why there was any concern regarding the
return charge since it was just part of the price. If the lease was for 10 years, then
the cost (C) to a shoe manufacturer of using the machine would be

C =
10∑
t=1

wt

(1 + r )t
+ RC

(1 + r )10
(8)

wherewt is the annual user charge and RC is the return charge. Presumably, a
reduction or elimination of the return charge would be offset by an increase in
wt . There would appear to be no antitrust significance to this price term. Because
the return charge applied even to those machines returned at the end of the lease,
RC appears to have been just part of the price of the machine. In fact, this charge
was more commonly referred to as “deferred payment.”173 By back loading part
of the price, the shoe manufacturer had lower operating costs during the term of
the lease. To some extent, this price structure would increase switching costs, but
one must keep in mind that the cost of the machine was borne by USM before it
earned the first dime. A more complete assessment of the incentive effects of this
payment structure requires knowing what value returned machines had.

In addition to the return charges described above, USM also levied additional
charges on leased machinery that was returned prior to the lease expiration.
Kaysen (1956, pp. 66–67)notes that “United, on the face of the lease, need not
‘accept’ the return of the machine at all, in which case the shoe manufacturer
would continue to be liable under the terms of the lease.” In practice, however,
USM accepted early returns subject to certain payments. The amount of the
payment was affected by the reason for the early return. If a shoe manufacturer
returned machinery because he had decided to perform the work by hand or had
discontinued that particular type of operation, he was only responsible for the
usual return charges described above (the return fee, the cost of missing or broken
parts, and delivery expenses). If the early return was so that the shoe manufacturer
could instead use a competitor’s machine, then he was assessed an additional
amount, which was referred to as a “commutation” charge.174 The additional
commutation charge for machines without unit charges was equal to 25% of
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the remaining monthly rental payments. For the early return of machinery with
unit charges, the commutation charge was 50% of the minimum monthly rental
payments for the remaining term of the lease, less the four-month waiver, for each
of the remaining years.Kaysen (1956, pp. 67–68)examines USM’s return policy
for 299 early returns during the 1948–1951 period (after the government’s lawsuit
commenced). He finds that in 229 of these cases, no commutation charges were
levied; the lessees faced the regular return charges. Twelve of these 229 cases
even had their regular return fee (deferred charge) waived. On the 70 early returns
that were assessed a commutation charge, the amount of this charge averaged
25% to 50% of the remaining rental payments or monthly minimum charges.175

The court also was troubled by thisdiscriminatory treatment of early returns,
whereby USM charged a higher return fee on machines that were returned early
and were being replaced by a competitor’s machines than those that were returned
early, but were not being replaced.176 The court concluded that this practice
prevented rival shoe machinery manufacturers from competing effectively with
USM machines already in place and disallowed commutation charges in its rem-
edy.177 It is difficult to see, however, how these charges could possibly be deemed
anticompetitive. Rather, it would appear that USM behaved quite generously in
the face of a breach of contract by the lessee, for by returning the machine prior
to the end of the lease term the lessee was breaching its lease agreement. Those
who ascribe anticompetitive intent to USM view this practice as one more way
that USM tried to discourage shoe manufacturers from using competitors’ shoe
machinery.178 Alternatively, one could view this practice as accommodating a
customer who has changed the way he does business and, therefore, no longer
requires the leased machine, but not accommodating a customer who wants to
be freed from his lease obligations because he has decided that he prefers to
substitute a competitive machine prior to the lease expiration. Although USM
will lose profits in both cases, it is not difficult to understand why USM might be
willing to make an accommodation in the former case, but not in the latter.Masten
and Snyder (1993, p. 60)offer an efficiency explanation for this practice: “because
the commutation charge applied to the unexpired portion of the lease, the size of
this deterrent declined linearly over the course of the lease. Whereas exclusionary
motives provide no basis to expect the strategic component of lease restrictions to
decrease over time, a declining schedule of damages is consistent with the desire
to adjust deterrents to free riding in proportion to the benefits of information
accrued but not paid for.” Free riding by a shoe manufacturer on USM’s expertise
about appropriate machine choice and layout, machine operation, and shoe man-
ufacturing in general is a greater concern when the shoe manufacturer switches
to a competitor’s machine than when it discontinues the operation altogether or
performs the operation by hand.
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Any evaluation of USM’s policy on early returns of its leased machinery should
begin by recognizing that it dealt with a lessee’s breach of its leasing contract with
USM. Since there were competing shoe machinery manufacturers, it cannot be
argued that the contractual agreement between USM and a lessee occurred under
coercion or in the absence of available alternatives. It also is telling that the shoe
manufacturers themselves did not complain about USM’s practices even when
they had ample opportunity to do so as witnesses in the 1953 case. It seems likely
that if USM’s policy was unreasonable or had imposed excessive penalties the
shoe manufacturers would have brought suit, would have testified against USM
in 1953, or would not have chosen to do business with USM.

In the event of a breach of contract, the victim of the breach is usually entitled to
receive expectation damages, which should put the victim in the same economic
position he or she would have been in had the breach not occurred. In other words,
the victim should be fully compensated for the breach. When early return charges
are specified in a contract, they should reasonably reflect the actual losses to
the victim of the breach. Such charges that clearly exceed the actual damage are
considered punitive – i.e. a “penalty” – and are generally unenforceable.

A simple example will help to illustrate how one would proceed to determine
whether there is a penalty associated with a breach. An early return constitutes
a breach of the lease contract. At the time of the breach, there are� years left on
the lease. Thus, the value to the lessor is179

V =
�∑

t=1

Lt

(1 + r )t
. (9)

The commutation charge at the time of the breach is180

CC = 0.25
τ∑

t=1

Lt . (10)

But the lessor can now do something with the returned machine: lease it, sell it,
or scrap it. LetSrepresent the value realized by leasing, selling, or scrapping the
returned machine. If

V − S < CC, (11)

then there is a penalty (P) for an early return equal to the difference181

P = CC− (V − S). (12)

Of course, whether there is a penalty is fact specific and can vary across machines.
Although no specific calculations have been performed to determine whether

USM’s commutation charges amounted to penalties on early returns, there has
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been speculation about this. Relying on the Aghion-Bolton model of strategic
interaction,182Brodley and Ma (1993, pp. 1205–1208)characterize USM’s leasing
provisions, particularly those with discriminatory enforcement, as indicative of a
penalty that raises the cost to shoe manufacturers of switching to rival suppliers
and, on this basis, conclude that “the evidence suggests that customers were
threatened with charges exceeding United Shoe’s actual losses.” But USM’s
discriminatory enforcement of its clauses does not merit the inference that USM’s
commutation charge amounted to apenaltythat “permits the non-breaching party
to recover more than its actual losses as determined at the time of breach,” which
is the working definition of apenaltythatBrodley and Ma (1993, p. 1163)employ
in their analysis. First, USM was willing to accept early returns of its machinery.
Even with the stricter enforcement of return fees when lessees switched to com-
petitive machinery, USM required only a partial payment of the rentals that would
have accrued had the lease obligations been fulfilled.Masten and Snyder (1993,
p. 60)estimate that the size of the switching deterrent for lessees who returned
machinery early amounted to about 8% or 9% of total lease revenue. This estimate
is based on the assumption that USM would enforce the commutation charge in
all such instances. If, in practice, USM did not always enforce the commutation
charge on lessees who switched to rival machines, then the percentage would be
even lower. Thus, it does not appear that USM was levying a penalty in excess of
its actual losses through its commutation charges. Furthermore, USM permitted
lessees to use any credit accumulated under the right-of-deduction fund (which is
described more fully below) toward the payment of commutation fees.Webster’s
New Dictionary and Thesaurus(1989) offers the following definition of commute:
“to exchange (a punishment) for one less severe.” Indeed, it would appear that
USM’s commutation charges were of this nature, imposing less severe financial
obligations than those that the lessees would incur if they were required to
see the lease to term.

In order to assess fully the impact of USM’s return policy onlesseesin terms
of its potential deterrent effects, the court should have compared the costs to the
lessees under USM’s return policy with the costs they would have incurred had
the machines been purchased (i.e. a comparison of the financial effects of both on
the lessees).

As an example, suppose a shoe manufacturer leased one of USM’s machines
for 10 years, but decided to return it after only five years. The cost of the machine
to the lessee would be

CL =
5∑

t=1

Lt

(1 + r )t
+ R5

(1 + r )5
(13)
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whereR5 is equal to the sum of: (1) the usual return charge found in USM’s
schedule of return charges; (2) the cost of broken and missing parts; (3) the
shipping cost; and (4) the commutation charge, which is equal to183

0.25
10∑
t=6

Lt .

To determine whether a lessee shoe manufacturer is deterred from switching
relative to a machine owner, one must compareCL to the cost of purchase (CP ):

CP = P1 − S5

(1 + r )5
(14)

whereS5 is the market value of the used machine after five years. IfCL < CP , the
lease option facilitates switching. IfCL > CP , leasing deters switching. There is no
a priori way to determine this; it is quite fact specific. It can even vary from one ma-
chine to the next. There is no indication that the court conducted such an analysis,
which undermines the economic soundness of its objection to USM’s return policy.

USM also established theright-of-deduction fund, which was essentially an
amortization plan. This plan was not contained in the lease contracts, but lessees
were informed of this fund through written notices. The plan credited lessees
with a certain percentage of all unit charges, rental payments, and minimum
charges. The credit could be used toward paying any minimum monthly payments,
return charges, or commutation charges.184 The court considered this plan, too,
to contribute to the reluctance of shoe manufacturers to acquire competitive
machines since the more USM machines a manufacturer had, the greater the
credit that could be amassed as well as the greater the number of machines toward
which that credit could be applied.185 Consequently, the court disallowed any
such deduction fund as part of its remedy.186 These credits, of course, amount to
a price reduction, which is not usually viewed as a monopolizing practice as long
as the resulting prices are not predatory.187

To summarize, the court was unhappy with USM’s lease provisions and
practices relating to the returns of its leased machinery. In its remedy, the court
required that USM discontinue its discriminatory return policy (including the
commutation fee) and right-of-deduction fund. The court thus allowed only the
following charges to be assessed on returned machinery, whether returned prior to
or at the lease expiration: any outstanding rental fees to date, shipping costs, the
cost of broken or missing parts, and “no more than the equivalent of the monthly
(not the unit) payments that would have been due had the lessee kept the machine
for an additional three months.”188 The last part of this remedy seems especially
unfair to USM as it limits USM’s compensation for a breach of contract.
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4.2.4. “Free” Service189

USM’s leases imposed responsibility on the shoe manufacturer for maintaining
the leased equipment and for paying the costs of any repair and associated parts
that USM deemed necessary to keep the equipment in good working order. In
practice, however, USM had an unwritten policy of providing service for its leased
machines without separate charge.190It was this actual practice that the court called
into question.

Like leasing, providing service without separate charge had been a longstanding
industry practice.191 The reason for this practice may very well have to do with
the complex and interdependent nature of the shoe manufacturing process itself.
Since the manufacture of shoes involves the use of several machines employed in
conjunction with one another, a breakdown of one machine could stop production
entirely and thereby impose substantial losses on shoe manufacturers.Roe (1913,
p. 941) observes that “[t]he shoe manufacturer, consequently, was always at
the mercy of his weakest machine.” Similarly, a shoe machinery manufacturer
“was always at the mercy of the weakest machines in his customer’s factory.”
Thus, the profitability of both the shoe machinery manufacturer and the shoe
manufacturer relied on well-functioning and efficient equipment. In its 1918
decision, the Supreme Court recognized the dependence of shoe manufacturers on
reliable machines and cited USM’s superior service as an important competitive
advantage.192USM provided shoe manufacturers with high quality service includ-
ing general maintenance, support service, and information regarding the operation
of specific machines as well as the shoe manufacturing process more generally.193

The importance of prompt and efficient service in general and USM’s particular
excellence was acknowledged by Judge Wyzanski in his 1953 opinion: “In all
respects, the service rendered by United is uniformly of excellent quality. It is
promptly, efficiently, and courteously rendered.”194 Judge Wyzanski observed
that shoe manufacturers seemed pleased with this policy and that they did not
voice any objections as to the “bundling” of service with the leased machines.

Despite the high quality service provided and the resulting customer satis-
faction, USM’s practice of providing “free” service contributed to the court’s
finding of illegal monopolization. The court concluded that this practice prevented
independent service organizations from forming.195 As a result, including service
without a separate charge served as an entry barrier into the shoe machinery
industry because entrants would have to provide service as well as machines in
order to be successful.

USM’s service policy was not obviously anticompetitive. Basically, USM was
charging a life-cycle price for its machinery: a rental fee was agreed upon by the
shoe manufacturers to cover the leased machinery and any maintenance, repair, or
informational services needed. It is the flow of services provided by the machinery
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that the customer cares about, rather than the physical goods themselves.196 As
a result, the life-cycle price, the total cost of obtaining those services over the
life of the durable (or over a specified period of time in the case of leasing), is
the price that is relevant. The customer, therefore, should be indifferent about the
components of that price as long as the total cost of the flow of services in present
value terms remains unchanged. In other words, whether USM charged a separate
fee for service or incorporated that cost into its rental and usage charges, the net
present value of the cost of shoe machinery services would have been the same.
Even if USM had chosen to sell its machines, it may still have decided to bundle
service with equipment and, again, the life-cycle price to the shoe manufacturer
would be unchanged.197 The court’s opinion to the contrary notwithstanding,
USM’s decision to provide service with leased equipment may very well have
been driven by efficiency considerations.

One compelling efficiency rationale is that USM’s policy may have served an
insurance function for its lessees; that is, USM’s service policy may have reduced
uncertainty about the cost of using leased machines by incorporating the costs of
correcting breakdowns or other problems in the lease payment. As a result, the
shoe manufacturers would not face uncertain maintenance and repair costs.198

Reduced uncertainty will lead to increased demand whenever the lessees are risk
averse. USM will find it profitable to reduce uncertainty if it can bear the risk
more efficiently than its customers can. In effect, this requires that USM be less
risk averse than its customers.199 For ease of exposition, we will assume that
USM is risk neutral.

Suppose that a shoe manufacturer’s production function is

Q = Q(k1, . . . , kn, L), (15)

whereki, i = 1,. . ., n, is theith shoe manufacturing machine andL represents the
total labor employed. Recall that USM included a two-part tariff in its leases: the
lessee paid a fixed monthly fee on each machine (fit) and a variable component
(vit), which was based on the number of shoes produced (or output,Qt). Thus,
the per-period rental rate for theith machine in periodt was

r it = fit + vit (Qt ). (16)

But this is not the full cost of using a machine. The total cost to a shoe manufacturer
of employing a machine is the sum of the periodic lease payment and the cost
of maintenance and repair. We shall assume that the maintenance and repair
cost is a combination of expenditures on routine, periodic service (mit), which is
nonstochastic, and the cost of repairing random breakdowns (˜uit ). Thus, we can
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express the random cost of maintenance and repair for theith machine in period
t as

m̃it = mit + ũit . (17)

We assume that the expected value of ˜uit is ūit .
The random cost to a shoe manufacturer for theith machine in rental periodt

can be expressed as

R̃it = r it + m̃it . (18)

Thus, the present value of profits for a competitive shoe manufacturer is
represented by

�̃ =
T∑

t=1

n∑
i=1

((Pt − vit )Qt )�t −
T∑

t=1

n∑
i=1

(fit kit )�t −
T∑

t=1

n∑
i=1

(m̃it kit )�t

−
T∑

t=1

(wt Lt )�t (19)

wherePt is the price of shoes,wt is the per unit labor cost, and�t is the discount
factor with a discount rate equal toj:

�t = 1

(1 + j )t
.

Assuming the shoe manufacturer maximizes the expected utility of its profits, the
objective function becomes

MaxE[U(�̃)] = E

[
U

(
T∑

t=1

n∑
i=1

((Pt − vit )Qt )�t −
T∑

t=1

n∑
i=1

(fit kit )�t

−
T∑

t=1

n∑
i=1

(m̃it kit )�t −
T∑

t=1

(wt Lt )�t

)]
(20)

whereE is the expectations operator andU represents von Neumann-Morgenstern
utility. The resulting first-order condition with respect to theith capital input is

∂E[U(�̃)]

∂ki
= E

[
U′(�̃)

T∑
t=1

(
(Pt − vit )

∂Qt

∂ki
− fit − m̃it

)
�t

]
= 0, (21)
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which can be written as

E

[
U′(�̃)

T∑
t=1

(VMPit − fit − m̃it )�t

]
= 0 (22)

where VMPit is the net value of the marginal product of theith capital input in
period t. Using the rules of mathematical expectation, we may rewriteEq. (22)
in an analytically more convenient form. Denoting present value by PV, we may
write (22) as

E
[
U′(�̃)(PV(VMPit ) − PV(fit ) − PV(m̃it ))

] = 0. (23)

Noting that PV(VMPit ) and PV(fit) are nonstochastic and using the definition of the
covariance (cov(·)) of two random variables, we can further rewrite the equation as

E[U′(�̃)](PV(VMPit ) − PV(fit )) − E[U′(�)]PV(m̃it )

− cov[U′(�̃), PV(m̃it )] = 0. (24)

Now, the expression in (24) can be rearranged algebraically as

PV(VMPit ) − PV(fit ) − E[PV(m̃it )] = cov
[
U′(�̃), PV(m̃it )

]
E
[
U′(�̃)

] . (25)

The first term on the left-hand side ofEq. (25)represents the present value of the
net value of the marginal product of theith machine. The sum of the remaining
two terms on the left-hand side of the equation represent the present value of the
expected marginal life-cycle cost of theith machine. By examining the right-hand
side of the equation, it is possible to determine the effect of uncertainty on a
risk-averse shoe manufacturer.

Suppose the cost of maintenance for any machine increases. This, of course,
means that PV( ˜mit ) will increase. Furthermore, an increase in maintenance costs
will cause profits to decrease, which has the effect of increasing the marginal
utility of profits, U′(�̃), for a risk averter because the utility function is concave.
Hence, the covariance term on the right-hand side of the equation is positive. Since
E[U′(�̃)] is also positive, the entire right-hand side ofEq. (25)is positive. Looking
back at the left-hand side of (25), it follows that a risk-averse shoe manufacturer
equates the present value of the net value of the marginal product for theith machine
to an amount that is greater than the expected life-cycle cost of that machine.

We can compare this result to the behavior of a risk-neutral shoe manufacturer.
Since risk neutrality means that the von Neumann-Morgenstern utility function
is linear,U

′′
(�̃) will be zero and the covariance inEq. (25)is zero. Maximizing

the expected utility of profit is then equivalent to maximizing expected profit.
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Consequently, a risk-neutral shoe manufacturer will expand employment of the
ith machine until

PV(VMPit ) − PV(fit ) − E [PV(m̃it )] = 0, (26)

which is the stochastic analog of the case under certainty. Comparing the results in
(25) and (26), we can see that the risk-averse shoe manufacturer behaves cautiously
by restricting employment below the optimal level for its risk-neutral counterpart.

Now, suppose that USM assumes the cost of maintaining and repairing its
leased machines. If it increases the periodic lease payments by the expected cost
of maintenance and repair, which equalsmit + ūit , it removes the uncertainty
faced by the shoe manufacturer.200 From the lessee’s perspective, the PV( ˜mit ) is
replaced by the PV(mit + ūit ) and it will expand employment until

PV(VMPit ) − PV(fit ) − PV(mit + ūit ) = 0. (27)

In other words, the shoe manufacturer equates the present value of the net value
of the marginal product of theith machine to the present value of the expected
marginal life-cycle cost of theith machine. The risk-averse shoe manufacturer
will lease more machines with insured maintenance costs than it would have
leased under uncertainty.

In order to evaluate the competitive significance of USM’s practice of pro-
viding maintenance and repair services without additional charge on its leased
shoe machinery, one must weigh the procompetitive consequences against the
anticompetitive consequences. The effect of reduced uncertainty is to expand the
demand for inputs and thereby expand output. This should translate into lower
prices of shoes to consumers. Clearly, this is beneficial. In fact, Judge Wyzanski
conceded that “no system that has been suggested would be likely to be superior
from a technological viewpoint.”201

Against this procompetitive outcome is Judge Wyzanski’s conjecture that the
absence of an independent service sector raised barriers to entry for rival shoe
machinery manufacturers. To our knowledge, this was pure speculation. There
was no evidence that a potential rival shoe machinery manufacturer decided
not to enter because the cost of entering as a vertically integrated firm was too
high. As a result, the court’s decision does not necessarily reflect sound antitrust
policy. In this connection, it is useful to keep in mind the fact that the government
introduced no evidence of dissatisfied customers. Even the court noted the shoe
manufacturers’ high level of satisfaction with USM’s service.

The court’s concern apparently focused on the absence of separate charges for
service since it was prepared to allow USM to continue to sell its maintenance and
repair services as long as it separated these charges from the lease payment.202 So
one might reasonably ask why USM did not charge for service separately: was it
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to erect a barrier to entry as the court suggested or was the decision grounded in
efficiency considerations? It is not surprising that USM would assume the burden
of maintaining its machinery despite the explicit terms of its lease when one
recognizes that USM’s leasing policy meant that it retained ownership of the ma-
chines. There was the real possibility that any given machine would, over its life,
be leased to more than one shoe manufacturer.203 On this basis alone, USM had a
strong incentive to service its equipment itself in order to reduce the likelihood that
shoe manufacturers would behave opportunistically by not properly maintaining
the equipment and thereby reducing its future economic value to USM.

The concern with moral hazard and opportunistic behavior – with respect to
both USM and the shoe manufacturers – has been noted byMasten and Snyder
(1993) and byWiley et al. (1990). Based on their analyses, bothMasten and
Snyder (1993)and Wiley et al. (1990)concluded that charging for services
separately would be inferior to USM’s policy and would promote moral hazard.

Masten and Snyder argue that a primary function of USM’s leasing policies
was to provide a warranting function to ensure machine quality and to foster the
optimal provision of services, including important informational services that
facilitate the shoe manufacturing process as well as common maintenance and
repair services. As a result, USM’s service efforts play no small part in their
analysis. Masten and Snyder argue that USM’s system of incorporating service
in its leasing policy was superior to selling machines and charging separately
for service due to contractual limitations as well as moral hazard problems that
would arise under alternative structures.204

Wiley et al. (1990, pp. 713–714)similarly identify incentive problems on the part
of both the shoe machinery manufacturer and the lessees when service charges are
separate. For example, they suggest that USM would have an incentive to “charge
a high price and fix only the symptoms of the problem” when shoe manufacturers
purchase repair services per incident.205Lessees are assumed to have incentives to
make sub-optimal investments in repair since they would bear the full cost of main-
tenance and repair, but only reap a portion of the benefits of that repair since USM’s
revenue collection was based on output. Wiley et al. also observe that there may
be a moral hazard problem when service is implicitly included in the lease pricing
since the shoe manufacturers’ incentives to keep their machines in good condition
may diminish when USM assumes the burden of maintaining and repairing equip-
ment. USM took at least two measures to address such concerns: (1) its leases did
in fact place legal responsibility for maintenance on the shoe manufacturers, and
(2) it had various monitors of machine use and care in place, including usage in-
dicators, mandatory reporting by lessees regarding equipment use, and numerous
“roadmen” who could serve as a constant source of monitoring in addition to their
primary task of providing service.206Indeed,Masten and Snyder (1993, pp. 62–63)
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explain that USM placed the legal responsibility for service on the lessee while in
practice assuming this obligation precisely to avoid such opportunistic behavior
as well as legal disputes. USM required a lessee of its machinery to “keep the
leased machinery in good and efficient working order and condition.”207 If the
lessee failed to do so, USM reserved the right to restore the machinery to good
and efficient working order at the lessee’s expense. Placing the legal obligation on
the lessees supported USM’s authority to monitor customer usage of its machines
and, hence, to detect and punish abuse of machines, thereby deterring lessee moral
hazard.Masten and Snyder (1993, p. 63)also suggest that this legal responsibility
discouraged opportunistic behavior by lessees who might “contrive cancellation
of the lease by claiming unsatisfactory performance on the part of USM.”

Failing to address the various efficiency justifications for USM’s provision
of “free” service, the court instructed USM to charge separately for services.
Absent opportunism by USM or the shoe manufacturers, if USM were to set a
separate charge for such services equal to the expected cost, the results would be
equivalent to those we have described in the preceding section. This remedy is the
proverbial “distinction without a difference,” for which the law is now famous.
But it is actually worse than this in the presence of opportunistic behavior. When
the inclusion of service remedies moral hazard problems, separating the service
component out leads to sub-optimal results.

5. SUBSEQUENT EVENTS

In spite of its finding of illegal monopolization, the court denied the government’s
request that USM be dissolved into three separate companies. The single
production site in Massachusetts was a primary consideration in the court’s
decision.208 Thus, the court resorted to conduct remedies to deal with USM’s
market dominance. As noted in the preceding sections, the court ordered that
any machine offered for lease also be offered for sale; reduced the lease term;
abolished the full capacity clause, monthly minimum charge, commutation
charges, and right-of-deduction fund; and required that service be provided with
separate charge, among other requirements. In this section, we explore the effects
of the court’s ruling in two regards: first, on industry competitiveness and second,
on private antitrust litigation initiated against USM.

5.1. Effectiveness of Judge Wyzanski’s Remedies

The 1953 decision required both parties to report to the court regarding the results
of its ruling. These reports were due some 10 years in the future.209 At this time,
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the parties were also granted an opportunity to petition the court for a modification
of its 1953 ruling. Taking the court up on this opportunity, the government ex-
pressed its dissatisfaction with the results of the earlier decision, stating that USM
had retained a large share of the market. In its petition, the government recom-
mended the dissolution of USM into two companies. Meanwhile, USM petitioned
for less restrictive conditions since its market share had declined and it believed
that the court had accomplished its goal. Judge Wyzanski denied both petitions
in 1967.210

In his 1967 decision, Judge Wyzanski explained that his earlier ruling had
successfully accomplished the goal of reducing USM’s market dominance,
thereby moving the industry closer to “workable competition.”211 Among the
factors that he cited as evidence of success were: (1) USM’s market share had
declined from approximately 85% to 62%; (2) USM’s revenues had decreased
by 25% while those of its major competitors had doubled; (3) in the 1953–1963
interval, more than 53,000 machines that had been leased were bought instead;
(4) a second-hand market in USM machines had developed; and (5) shoe
manufacturers testified that there were ample competitive choices of machinery
“on the merits of the machines available.”212

While the court was satisfied with the remarkable decline in USM’s market
share, it is not clear that the change was the result of enhanced competition. First,
the decrease in market share may not have been an indicator of shoe manufacturers
leaving USM because they had been freed from the leasing restrictions of a
monopolist. It may have been strategic behavior on USM’s part. Crandall and
Elzinga (2004) conclude that “[t]he decline in market concentration appears to
have resulted from the defendant’s desire to keep an umbrella over prices so
as to facilitate entry and to forestall even more punitive relief when the decree
was reviewed on its tenth anniversary.” Alternatively, and more distressingly, the
decrease in market concentration may have reflected USM’s decreased ability to
compete by providing what its customers desired as efficiently and reliably as it
had before the court imposed its restrictions.Masten and Snyder (1993, pp. 65–66)
argue that the court effectively eliminated USM’s mechanisms to guard against
free riding. In addition, they observe that the ratio of USM’s service personnel
relative to its installed base of machinery declined, thereby diminishing USM’s
service support. Finally, USM’s decline in market share may have occurred in
any event.Worcester (1957)explains that the dominant firm market structure is
a short-run phenomenon, i.e. that it is not sustainable in the long run. It is entirely
possible that expansion by incumbents and entry may have eroded USM’s market
share absent the judicial restraints imposed on USM.

The fact that a number of machines that had been previously leased were
subsequently bought after the 1953 decision does not prove that the lease-only
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policy hindered competition or allowed USM to reap monopoly profits. The court
observed that since the 1953 decision, approximately 90% of USM’s machines
were leased rather than sold. The court also reported that a “substantial number” of
those machines subsequently were purchased.213 The reason for initially leasing
the more expensive machines was for financing purposes.214 Consequently, there
does not appear to be conclusive evidence that there was any real significance
to the purchase of previously leased USM machines except, possibly, for the
development of a second-hand market.

While a second-hand market in USM machines did develop, it does not appear
to have provided substantial competition. Ten years after the 1953 decision, USM
was earning $22 million in revenues from leasing machines, $1.06 million in
revenues from its sales of machines, and there was $3 million in revenues from
the sale of all machines in the second-hand market. Much of the second-hand
market, however, was comprised of USM machines.215

Although there was favorable testimony by shoe manufacturers concerning
the conditions for obtaining machinery in 1963, it is important to keep in mind
that shoe manufacturers were also pleased with the service that they received
from USM in 1953. At the time of the earlier decision, there were no customer
complaints concerning USM’s policies. Consequently, customer satisfaction in
1963 does not indicate an improvement in the shoe machinery industry unless it
could be shown that the happy shoe manufacturers of 1953 were even happier as
a result of the change in USM’s policies.

Although Judge Wyzanski was satisfied with the outcome of the 1953 decree,
the government was not and appealed its case to the Supreme Court. The Court
ruled that if the district court had not achieved its goal of attaining “workable
competition,” then it should modify its remedies in order to obtain that result.
Shortly thereafter, the divestiture of the United Shoe Machinery Corporation
occurred.

5.2. Private Actions216

The government’s victory against United Shoe Machinery laid the foundation for
private actions against USM. Indeed, shortly after the court’s decree, several private
suits were initiated. Some were by competing shoe machinery manufacturers,
claiming antitrust injury and damages due to lost profits as a result of USM’s illegal
monopolization.217 Others were by shoe manufacturers claiming overcharges due
to USM’s illegal monopolization.218 The most notable of these cases,Hanover
Shoe,219 falls into the latter category.Hanover Shoenot only demonstrates one
important aspect of the aftermath of Judge Wyzanski’s ruling, but also served as
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a landmark decision in its own right by defining the antitrust standing of private
plaintiffs. Specifically,Hanover Shoeestablished that a defendant may not reduce
its damage exposure on the theory that the plaintiff passed on to its customers all
or part of any overcharges that it suffered. Moreover, this case illustrates some
of the difficulties in identifying and measuring damages in antitrust cases. In this
particular case, these difficulties relate directly to Judge Wyzanski’s determination
that it was USM’s leasing practices that were competitively objectionable.

Hanover Shoe sued USM for damages that it allegedly suffered from USM’s
monopolizing practices. Recall that Judge Wyzanski deemed only USM’s leasing
practices to be legally objectionable. Therefore, to properly measure antitrust
damages, any market dominance attributable to USM’s original formation or its
superior products and service must be disentangled from any market dominance
owed to its leasing system.220 Failure to do so would overstate the damages by
including supracompetitive returns that did not flow from anything prohibited by
the antitrust laws.

The proper measure of damages in a monopoly case is the difference between
the monopoly price and the price that would have prevailed “but for” theillegal
monopolization. Therefore, Hanover Shoe should have been required to estimate
the difference between the actual lease terms and those that would have prevailed
if USM’s leasing system had not unlawfully promoted its market dominance.221

But Hanover Shoe instead claimed as damages the difference between the sums
that it had paid to USM in rentals and the amount that it would have paid had
USM sold the machines to Hanover Shoe.222 As Blair and Herndon (1998)
demonstrate, this measure of damages is conceptually meaningless. To analyze
Hanover Shoe’s damage claim, we can compare the leasing outcome to a simple
sale. As demonstrated byEqs (1)–(4)in Section 4.1.1. above, profit-maximizing
behavior by USM would have resulted in a life-cycle price for the shoe machinery
that is the same regardless of whether that machinery is leased or sold.

Naturally, one would assume that USM had selected the profit-maximizing
value for the rental payment (L). But one would similarly assume that USM
would have selected the profit-maximizing price (P) if it had sold the machine
instead of leasing it. That is, USM would have selected an initial sales price
such that

P =
T∑

t=1

Lt

(1 + r )t
−

T∑
t=1

Mt

(1 + r )t
+ S

(1 + r )T
(28)

whereP is the initial purchase price of the machinery,Lt is the amount of the
periodic lease payment,Mt is the maintenance and repair expenditure in period
t, S is the scrap value,r is the discount rate, andT is the life of the machine. As
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shown above, a simple algebraic rearrangement reveals that leasing is simply a
financing mechanism:

P − S

(1 + r )T
=

T∑
t=1

(Lt − Mt )

(1 + r )t
. (29)

That is, instead of initially making a lump-sum payment for the machine, Hanover
Shoe made periodic lease payments overT periods to USM. In either case, the net
present value of the cost to Hanover Shoe should have been the same. Of course,
this is trueirrespective of market structuredue to profit-maximizing behavior
by USM. Consequently, Hanover Shoe’s damages as claimed – the difference
between the sums that it had paid to USM in lease payments and the amount that
it would have paid had USM sold the machines – should have been zero. Thus,
Hanover Shoe should have had to demonstrate how its costs under the lease-only
policy exceeded its costs if a purchase option had been available.

Of course, there may be conditions under which the net present value of the
lease payments may differ from the profit-maximizing sales price. For example,
Coase’s observation that a monopolist may employ leases to signal its commitment
to limit production and thereby promote monopoly pricing suggests that a leasing
strategy could allow a monopolist to increase the net present value of the rental
payments above the sales price. But USM did not employ the short-term leases
that would have facilitated such a strategy.

The present value of lease payments may exceed the sales price when risk-averse
shoe manufacturers are willing to pay USM a premium to bear the risk associated
with uncertainty about the life of the machine or the extent of maintenance and
repair costs. The difference between the total lease payments and the hypothetical
purchase option in this case, however, cannot be characterized as an overcharge
of any kind, for the premium reflects a payment for insurance coverage.

The present value of lease payments may exceed the sales price of shoe
machinery when the shoe manufacturers face greater costs of capital than USM.
In fact, USM claimed that Hanover Shoe’s damage calculations did not properly
account for the cost of capital since Hanover Shoe would have had to invest its own
capital in the machines if it had bought them. Of course, whether Hanover Shoe
purchased the machines or leased them from USM, there are opportunity costs to
Hanover Shoe and USM, respectively, of having capital tied up in the machines.
Therefore, Hanover Shoe would have incurred its own opportunity costs if it had
purchased the machines, or it would have incurred USM’s opportunity costs if it
had leased them. If the two companies had equal access to the capital market, these
opportunity costs are equal and have no effect on the relative cost of purchasing
versus leasing shoe machinery. But if Hanover Shoe had less advantageous access
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to the capital market than did USM, then Hanover Shoe may actually have bene-
fited from USM’s lease-only practice. That this was likely the case is supported by
the substantial evidence that one of the primary advantages of the leasing system
was that it reduced the capital requirements of the shoe manufacturers and thereby
promoted entry.

The central anticompetitive theory, of course, was that the present value of the
lease payments to USM exceeded the cost of ownership because USM’s leasing
system itself provided it with monopoly power. For Hanover Shoe to demonstrate
a positive damage figure under this theory and using its measure of damages,
it would first have had to prove that the present value of the lease payments
exceeded the cost of ownership. That is, it would have to show that

T∑
t=1

Lt

(1 + r )t
> P +

T∑
t=1

Mt

(1 + r )t
− S

(1 + r )T
. (30)

There are several empirical difficulties with this estimation. First, Hanover Shoe
would have to estimate each of the variables, which is no mean feat. For example,
there was no direct information on the value of the initial price (P) since USM
employed a lease-only policy. Since USM performed the maintenance and repair
services itself, Hanover Shoe would not have had records of these costs. Finally,
because there was no second-hand market, Hanover Shoe would not have had
good information about the present value of the salvage value (S).223 In addition
to these estimation difficulties, Hanover Shoe should have had to identify the costs
of leasing that were directly attributable to USM’s illegal monopolization. As
noted above, there are circumstances under which the present value of the rental
payments under a leasing system are greater than the cost of purchasing, but not
due to monopolizing behavior. Moreover, if Hanover Shoe could demonstrate that
(1) the present value of its lease payments was greater than the cost of ownership
and (2) this differential was due to USM’s market power, it then would have to sort
out the portion of that differential that was due to USM’sillegal monopolization
of shoe machinery. Assessing the proper measure of damages in this case is a
daunting task.

6. CONCLUSION

Over United Shoe Machinery’s history, it was under relentless antitrust attack
by the government. The government enjoyed its greatest victory in 1953. Judge
Wyzanski’s task was to determine whether USM had illegally monopolized the
shoe machinery market. At the outset of his opinion, Judge Wyzanski states
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it should be noted that by far the most important means by which United originally achieved
its share of the market and its market power was that set of transactions in 1899 by which it
brought under one corporate control the business of the so-called constituent companies. But
these transactions have already been adjudicated in favor of United, and are not now in issue.
The issues of fact now under review relate to how United’s market power has been maintained
and exercised since the earlier adjudication.224

This passage of the opinion is an important concession that USM’s original market
dominance should not have been a factor in the decision. Instead, only USM’s
subsequent behavior was relevant to the 1953 decision. It is somewhat tricky to
assess whether any market power that USM had was exercised unlawfully although
the district court concluded that it had been. The basis for its conclusion, however,
rested primarily on its view that USM’s practices maintained and enhanced its
market position. If USM’s market share and, hence, its presumed market power
were acquired legitimately as the court conceded, then its maintenance of that
power through normal competitive actions should not have been condemned. As
Grinnell teaches:

The modern test for a finding of illegal monopolization requires the following (1) the possession
of monopoly power in the relevant market and (2) the willful acquisition or maintenance of that
power as distinguished from growth or development as a consequence of a superior product,
business acumen, or historic accident.225

Although this two-prong test was articulated after the 1953USMdecision, it is clear
that Judge Wyzanski was concerned not only with finding market power, but also
with finding the illegal maintenance of that power. According to Judge Wyzanski,
the first component of theGrinnell test was satisfied. The initial acquisition of
market power, however, was deemed to have been lawful. The resulting issue,
therefore, was whether USM’s “monopoly” status was maintained unlawfully. The
district court concluded that USM had illegally maintained its monopoly since it
willfully carried out policies and practices that allowed it to maintain its position
in the market.

The condemned policies and practices, however, have been analyzed herein
and found: (1) to have met the needs of the shoe manufacturers (e.g. the length
of the lease term); (2) to have had efficiency-enhancing effects (e.g. the provision
of service); or (3) to have had legitimate business purposes (e.g. the full-capacity
clause). Furthermore, the testimony of USM’s customers regarding USM’s lack
of wrongdoing were remarkable.Kaysen (1956, p. 202)commented:

As seen by the shoe manufacturer, United’s activities are clearly benevolent. The testimony of
15 shoe manufacturers, representing a wide variety of firms in terms of size, location, type and
price of shoe manufactured, and general history, leaves no doubt of this. The testimony occupied
some 900 pages of the transcript, and nearly the whole of it shows that the shoe manufactur-
ers consider themselves well and cheaply served by United. The testimony emphasizes low
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costs. . .; prompt and efficient service, the self-supply of which would be extremely expensive;
the general helpfulness of United in training operators, planning layouts, and solving difficult
shoemaking problems; the friendliness and fair-play which characterize dealings with United,
including one conspicuous example of United’s fair dealing on patent matters and generous
help in starting a new business; and the importance of the leasing system in facilitating the
entry into shoe manufacturing of those testifying.

Even Judge Wyzanski remarked that “[p]robably few monopolies could produce
a record so free from any taint of [predatory] wrongdoing.”226

Antitrust law has evolved since theUSMdecision and most courts are hesitant
to penalize large firms for being efficient. This is fortunate since we do not
want to discourage firms that possess superior efficiency, foresight, or innovative
capabilities from making advances that benefit both industry and consumers.
Consequently, rather than using theUnited Shoe Machinerycase as an illustration
of monopolizing conduct, antitrust jurisprudence would be better served by
characterizingUnited Shoe Machineryas a historic illustration of the problem
identified byKeyes (1954)half a century ago: the difficulty that the antitrust
courts have had in dealing with problem of the “good trust.”
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ever. Although the court expressed its concern that USM charged lower prices to meet the
competition, it did not find any predatory intent. Moreover, we are unaware of any com-
pelling evidence that USM’s discriminatory pricing served as an exclusionary mechanism
that deterred entry.

72. Fisher (1979, p. 30)argues persuasively that “monopoly power is the power to keep
prices high, earn supranormal profits, andstill exclude competitors” (emphasis added).

73. USM, 110 F. Supp. at 325.
74. As Hylton (2003, p. 214)observes, “the costs of false convictions are probably

substantial, since erroneous findings of predation discourage price competition, the central
aim of the Sherman Act.”

75. USM, 110 F. Supp. at 329. This allegation bears a close resemblance to the one
in Alcoa that charged Alcoa with illegally maintaining its market share in the aluminum
industry by increasing its capacity to supply virgin aluminum ingot such that it could
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meet not only the current demand, but also the expected future demand.United States v.
Aluminum Company of America, 148 F.2d 416, 430–431 (2d Cir. 1945).

76. USM, 110 F. Supp. at 330.
77. USM, 110 F. Supp. at 332.
78. USM, 110 F. Supp. at 333: “[I]t is clear that United’s present dominance does not

rest primarily on patents.”
79. USM, 110 F. Supp. at 332.Gilbert and Newberry (1982)andReinganum (1983)have

shown that patents can be used strategically to retard entry, but the court did not ascribe this
motivation to USM.

80. SeeArrow (1962).
81. The court further stated that “[t]his Court reserves jurisdiction to pass upon the

reasonableness of any royalty or charge herein directed to be reasonable.”USM, 110 F.
Supp. at 254. Proof of “reasonableness” would surely be an elusive, time-consuming effort
in an adversarial setting.

82. It is important, however, to note that in determining what “level” is appropriate to
provide adequate incentive, it is necessary to incorporate the expected risk faced by the firm
in that determination. In other words, it is theex anterisk predicted by the firm that matters
in assessing appropriate rates of return, not the risk evaluatedex post.

83. Judge Wyzanski may have been trying to effect structural change by creating stronger
rivals to USM through these kinds of behavioral remedies, but the effectiveness of such an
approach is highly questionable.

84. USM, 110 F. Supp. at 333–334.
85. USM, 110 F. Supp. at 354.
86. USM, 110 F. Supp. at 349–350.
87. For economic analyses of second-hand markets for durable goods, seeBenjamin and

Kormendi (1974), Miller (1974), Rust (1986), andSwan (1980).
88. This opinion differs from Judge Hand’s decision inAlcoa. Concluding that Al-

coa took the second-hand market into account when making its production decisions,
Judge Hand ruled that the second-hand market should not be included in the compu-
tation of market share.Alcoa, 148 F.2d at 425. TheUSM decision is not inconsistent
with Alcoa, however, since both decisions deemed the second-hand market to be impor-
tant. SeeGaskins (1974)for an analysis that supports Judge Hand’s determination of the
relevant market.

89. SeeSection 5.1. below for further discussion of the effectiveness of the Judge Wyzan-
ski’s remedy.

90. USM, 110 F. Supp. at 334 (quoting par. 90 of the government’s complaint).
91. USM, 110 F. Supp. at 351, 353. There were some supplies that USM was found to

have monopolized, but for which the court found were “technically so intimately related
to a machine as to be naturally manufactured by the maker of the machine, or the supply
is sold in such small annual volume, or the difficulties of enforcing divestiture of part of a
plant are so obvious, as to make the extension of the decree to those instances undesirable.”
Id. at 351.

92. USM, 110 F. Supp. at 351.
93. USM, 110 F. Supp. at 335–336.
94. USM, 110 F. Supp. at 346.
95. USM, 110 F. Supp. at 336.
96. USM, 110 F. Supp. at 337.
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97. USM, 110 F. Supp. at 344.
98. USM, 110 F. Supp. at 344.
99. USM, 110 F. Supp. at 314, 344.
100. Keyes (1954)provides an interesting economic commentary on theUSMdecision

in the context of the existing case law and notes the difficulties the courts faced in dealing
with “the good trust.”

101. USM, 110 F. Supp. at 342. Hovenkamp (1994, pp. 268–269) andHylton (2003,
pp.186–197)provide helpful discussions of the relevant case law.

102. United States v. Aluminum Company of America, 148 F.2d 416 (2d Cir. 1945).
103. USM, 110 F. Supp. at 342.
104. Id., emphasis added.
105. Alcoa, 148 F.2d at 430.
106. United States v. Griffith, 334 U.S. 100 (1948).
107. USM, 110 F. Supp. at 342 (citingGriffith, 334 U.S. at 107).
108. USM, 110 F. Supp. at 342.
109. USM, 110 F. Supp. at 345.
110. The importance of these Supreme Court decisions to Judge Wyzanski’s determi-

nation inUSM is apparent. Judge Wyzanski commented that “[u]ntil Alcoa lost its case in
1945, there was no significant reason to suppose that United’s conduct violated § 2 of the
Sherman Act. The Supreme Court had three times. . . reviewed aspects of this company’s,
or its predecessor’s, activities. What United is now doing is similar to what it was then
doing, but the activities which were similar stood uncondemned, – indeed, one ought to go
further and say they were in part endorsed.”USM, 110 F. Supp. at 348.

111. USM, 110 F. Supp. at 343.
112. USM, 110 F. Supp. at 344.
113. USM, 110 F. Supp. at 344–345.
114. These efficiency justifications may very well not have persuaded Judge Wyzanski,

however, who was committed to following the existing case law, which meant to him that
“A trial judge, until he is otherwise directed by the Supreme Court or Congress, must frame
a decree upon the basis of the presuppositions underlying Alumninum and Griffith. He
must accept these as the premises of the current interpretation of § 2 of theSherman Act.
Concentrations of power, no matter how beneficently they appear to have acted, nor what
advantages they seem to possess, are inherently dangerous. Their good behavior in the past
may not be continued.. . .” USM, 110 F. Supp. 295 at 347.

115. USM, 110 F. Supp. at 340.
116. Some machines were offered for sale, but virtually all of the major ones were offered

on a lease-only basis.USM, 110 F. Supp. at 314 andKaysen (1956, p. 28).
117. USM, 110 F. Supp. at 349–350.
118. USM, 110 F. Supp. at 352.
119. The Supreme Court set forth the rule of reason approach inChicago Board of Trade

v. United States, 246 U.S. 231, 238 (1918), indicating that “[t]he true test of legality is
whether the restraint imposed is such as merely regulates and perhaps thereby promotes
competition or whether it is such as may suppress or even destroy competition.”

120. USM, 110 F. Supp. at 350. The court apparently forgot about USM’s superior
products and services at this point in its analysis.

121. SeeCrandall and Elzinga (2004)for analysis of the effectiveness of conduct reme-
dies inUSMand other important monopolization cases.
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122. For treatments of the incentives to lease, seeBrealy and Myers (1981, pp. 526–536),
Levy and Sarnat (1994, pp. 657–670), andWiley et al. (1990). For technical treatments of
lease-or-buy decisions, seeFlath (1980), Johnson and Lewellen (1972), Miller and Upton
(1976), andVancil (1961).

123. In a follow-up to his 1953 decision (responding to petitions filed by both the govern-
ment and USM in their dissatisfaction with the results of the 1953 ruling), Judge Wyzanski
observed that one reason that shoe manufacturers lease rather than purchase machines can
be attributed to their preference “to have the right easily to dispose of expensive machines.”
United States v. United Shoe MachineryCorporation, 266 F. Supp. 328, 332 (1967). For
more detail regarding the 1967 case, seeSection 5.1. below.

124. In the 1918USM-NJcase, both large and small shoe manufacturers testified that
United’s leasing policy enabled them to prosper in the shoe manufacturing industry.United
Shoe of New Jersey, 247 U.S. at 63 (1918). Judge Wyzanski recognized this financing
advantage to shoe manufacturers in his 1953 opinion and noted that “virtually all the shoe
manufacturers who took the stand, and the 45 shoe manufacturers who were selected as a
sample by the Court, expressed a preference for the leasing system.”USM, 110 F. Supp.
at 323, 349. Judge Wyzanski again acknowledged this advantage in 1967, concluding that
“[t]he continuation of the pattern of leasing expensive machines is a response to the demand
from the [shoe manufacturers]. . . , many of them of modest resources. Without leases
many of them could not continue in business.”United States v. United Shoe Machinery
Corporation, 266 F. Supp. 328, 332 (1967).

125. Wiley et al. (1990, pp. 710–711)also suggest that USM’s leases may have offered
protection from other types of risks, such as sales fluctuations and loss due to fire (noting that
USM’s lease provisions regarding fire damage acted like fire insurance with a deductible).

126. In fact, USM did assume responsibility for maintenance and repair services and
was criticized for doing so. SeeSection 4.2.4. below.

127. In 1918, the Supreme Court assumed that shoe manufacturers were, in fact, rational
and well-informed buyers: “We must assume [the leases] were entered into by the lessees
upon a calculation of their value – the efficiency of the machines balanced against the
restrictions upon and conditions of their use. The lessees had the alternative of the choice
of other machines for other machines were sold side by side with those the leases covered”
USM-NJ, 247 U.S. 32, 65 (1918).

128. There are situations in which leasing may allow a firm to earn greater profits than
if it sold its equipment. For example,Coase (1972)demonstrates that leasing may enable
the monopolist to credibly commit to sustaining high prices. For further discussion of the
Coase Conjecture and its application toUSM, seeSection 4.1.2.1. below. Alternatively, the
seller may be able to provide desirable financing terms. For example, shoe manufacturers
(especially smaller ones) may face higher interest rates for borrowing to purchase shoe
machinery than USM faced. The interest rate differential would allow USM to serve as
a lending institution to its customers. Consequently, this arrangement could benefit both
parties and may easily evolve into a leasing system. In this case, however, when the seller
earns greater rents through leasing, it is not at the expense of buyers. Buyers are no worse
off as a result and, in fact, are likely to be better off. In that event, their costs are lower and
competition will lead to lower shoe prices to the benefit of the consumer.

129. A risk-averse shoe manufacturer will purchase a suboptimal amount of a durable
good when there is uncertainty in maintenance and repair services. SeeSection 4.2.4.
below.
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130. USM permitted the return of machines that no longer sufficiently performed the
operations for which they were intended without penalty. It did, however, still collect the
customary return fees.USM, 110 F. Supp. at 320. For further discussion of USM’s return
policy, seeSection 4.2.3. below. In its 1918 decision, the Supreme Court observed that
shoe manufacturers “are given the benefits of the improvements made by [United] and new
machines are substituted for the old ones without disproportionate charge.”USM-NJ, 247
U.S. 32, 56 (1918).

131. There are, of course, additional efficiency explanations for leasing in general and
for USM’s leasing policies in particular. For example,Wiley et al. (1990, pp. 710–715)
note that in addition to serving risk allocation and financing functions, leasing can reduce
transaction costs and promote product quality.

132. Brodley and Ma (1993, pp. 1210–1211)are not persuaded by the explanations of-
fered by Masten and Snyder and argue that the lease-only policy on the more important and
complex machine types could also be attributed to anticompetitive motivations to engage
in price discrimination and prevent the emergence of a second-hand market. These anti-
competitive explanations, however, fail to explain why the shoe manufacturers themselves
endorsed USM’s leasing practices.

133. The Coase Conjecture is now standard fare in Industrial Organization textbooks.
See, for example,Church and Ware (2000, pp. 130–141)and Tirole (1988, pp. 73–74,
81–86).

134. “Sufficiently short” is qualitative in nature. The lease term must be short enough
so that it is reasonably distinguishable from a financed purchase.

135. Coase (1972, p. 145)andWiley et al. (1990, pp. 725–727).
136. Judge Wyzanski commented that “[t]he 10 year term is a long commitment”

and characterized the 10-year term as an exclusionary feature of USM’s leases.USM,
110 F. Supp. at 324, 344. As a result, Judge Wyzanski’s remedy included a reduction in
the lease term to a maximum of five years.USM, 110 F. Supp. at 349, 352.Wiley et al.
(1990, pp. 720, 727)point out that even if the Coase Conjecture were applicable toUSM,
the court’s 1953 remedy was in direct contrast to what Coase’s theory would suggest
as an appropriate remedy since (1) the court still permitted leasing and (2) the court
orderedshorter lease terms that would have, in theory, promoted USM’s ability to enjoy
monopoly profits.

137. USM, 110 F. Supp at 350.Waldman (1997)concludes that one purpose of a
lease-only policy is to eliminate the second-hand market and that doing so is prof-
itable when the buyers in the secondary market have low valuations for the monopolist’s
product.

138. Section 5.1. below provides a more detailed analysis of the effectiveness of Judge
Wyzanski’s decree in promoting competition in the shoe machinery market.

139. USM, 110 F. Supp. at 324, 344, 349.
140. Kaysen (1956, p. 68).
141. USM, 110 F. Supp. at 319.
142. USM, 110 F. Supp. at 301, 338.
143. If 82,000 machines is 85% of the total, then 82,000/0.85= 96,471 is the total.
144. USM, 110 F. Supp. 339. Again, this is a conservative estimate asKaysen

(1956, pp. 52–53)reports that the number of competitors was much higher with as
many as 22 competitors in major machinery and as many as 82 competitors in minor
machinery.
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145. The market shares of USM’s competitors were quite small.Kaysen (1956, p. 52)
reports that USM’s largest competitor, Compo, had a market share of 2%.

146. This percentage decreases, of course, when there are more competitors in the in-
dustry.

147. USM, 110 F. Supp. at 316.
148. The court pointed out that “the full capacity clause is not considered by United to

have been violated unless the lessee fails to use the machine on work for which the machine
is capable of being used, and instead performs such work by using a competitor’s machine.
In other words, it is not treated as a violation if the lessee fails to use United’s machines
because he performs the work by hand, or because he discontinues the type of operation for
which the machine is capable of being used.”USM, 110 F. Supp. at 320.

149. USM-NJ, 247 U.S. 32, 62 (1918).
150. USM, 110 F. Supp. at 320–321, 324, 344, and 352.
151. USM, 110 F. Supp. at 319.
152. USM, 110 F. Supp. at 319–320.
153. The other methods of payment received by USM (depending on machine type) were

a monthly rental charge only, a unit charge only, and optional monthly charge or sale, and
sale only.Kaysen (1956, p. 33).

154. These classifications were designated by the government and disputed by USM.
Kaysen (1956, pp. 31–32).

155. There were a total of 61 major machine types and 281 minor machine types.Kaysen
(1956, p. 33).

156. The “consumer” here is the shoe manufacturer whose demand for shoe machinery
is derived from the demand for shoes. In this case, the consumer surplus is the area below
the derived demand for shoe machinery and above the competitive price of the machine.

157. The analysis is more complicated when demands differ across shoe manufacturers.
In that event, the lump-sum fee will not extract all of the consumer surplus and the user
fee will exceed marginal cost, which means that there will be some deadweight loss.
Qualitatively, the concept is the same: the use of a two-part tariff expands output and
reduces the deadweight loss relative to a uniform monopoly price. For more detailed
analyses of two-part tariffs, seeChurch and Ware (2000, pp. 166–168)andTirole (1988,
pp. 143–144).

158. Masten and Snyder (1993, p. 43)also make this point.
159. Nearly all franchisors use two-part tariffs by charging a lump-sum franchise fee

and a running royalty, but none have monopoly power in an antitrust sense.
160. See, for example,Sullivan and Hovenkamp (1994, p. 436).
161. USM, 110 F. Supp. at 320.
162. USM, 110 F. Supp. at 352.
163. Similarly,Wiley et al. (1990, pp. 716–717)propose that the full-capacity clause

may have served as protection against exploitation of USM’s machine-usage system of
payment by discouraging shoe manufacturers from using USM machines as back-up or
spare machines to deal with machine breakdowns or unanticipated demand.

164. The four-month waiver was an unwritten practice. USM allowed lessees to waive
the monthly minimum charges during any four months of the year selected by the lessee or,
if none were selected, the four months most beneficial to the lessee.USM, 110 F. Supp. at
321.

165. Kaysen (1956, p. 70).
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166. This is not to say, however, that USM did not have its own interests at heart in
granting these waivers. These waivers represent a form of price competition, which indicates
competitive, rather than anticompetitive, behavior. The court inferred exclusionary intent,
in part, from the fact that the full capacity clause was enforced in practice only when the
lessee used a competitor’s machine, but not when the lessee instead performed the work by
hand.USM, 110 F. Supp. at 320.Masten and Snyder (1993, p. 58)note that this is consistent
with a desire to protect free-ridable investments. Free riding on USM’s provision of (non-
product-specific) information would not be a problem if the lessee performs the work by
hand or discontinues the operation altogether, whereas it is a problem if the lessee switches
to a competitor’s machine.

167. USM, 110 F. Supp. at 320.
168. USM, 110 F. Supp. at 318, 320. A sample of the fee payments for several machines

is provided in the court’s opinion,USM, 110 F. Supp. at 314.
169. USM, 110 F. Supp. at 318.
170. USM, 110 F. Supp. at 344.
171. USM, 110 F. Supp. at 349.
172. USM, 110 F. Supp. at 352.
173. USM, 110 F. Supp. at 320.
174. USM, 110 F. Supp. at 320.
175. It should be recalled that the minimum monthly fee was only 10% of the user

charges if the machine were used to full capacity.
176. USM, 110 F. Supp. at 320.
177. Id. at 321, 352. Thus, the only fees that USM could levy upon the return of its

machinery, whether at lease expiration or prior to expiration, were the costs of broken and
missing parts, shipping costs, and a fee not to exceed the equivalent of the monthly payments
that would have been owed had the lessee retained the machinery for an additional three
months.

178. See, for example,Brodley and Ma (1993).
179. Here,Lt represents the lease payments on an annual basis rather than a monthly

basis.
180. We have assumed that the breach was for a machine that did not have unit charges

and, therefore, the commutation charge was equal to 25% of the remaining monthly rental
payments.

181. Naturally, the regular return charges are not included in these determinations since
they applied to all returns, including those associated with lease expirations.

182. SeeAghion and Bolton (1987).
183. We have assumed that the early return was for a machine that did not have unit

charges.
184. USM, 110 F. Supp. at 320.
185. USM, 110 F. Supp. at 325.
186. USM, 110 F. Supp. at 352.
187. InLePage’s Inc. v. 3M, 2003WL 1480498 (3d Cir.), however, the use of bundled

discounts was condemned even though the discounted prices were not predatory. Unlike
the circumstances inLePage, the credits that accrued in USM’s right-of-deduction funds
were not contingent on large volume purchases. The credits were a fixed percentage of
the shoe manufacturer’s payments to USM. The credits earned on a USM machine were
not affected by the use of other USM machines. Although having more USM machines
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naturally allowed a shoe manufacturer to amass more credit, that credit could be applied to
return and commutation charges.

188. USM, 110 F. Supp. at 352.
189. Most of the material in this section is contained inBlair and Herndon (2000).
190. USM, 110 F. Supp. at 322.
191. Kaysen (1956, p. 72)andRoe (1913, p. 940).
192. United States v. United Shoe Machinery Company of New Jersey, 247 U.S. 32,

64 (1917). It is telling to note that this observation was confirmed by a witness (a shoe
manufacturer) for the government, who spoke favorably of United.

193. Judge Wyzanski’s written opinion provides extensive details regarding the intrica-
cies of the shoe manufacturing process, the consequent economic reliance of shoe manu-
facturers on smooth and uninterrupted operation of equipment, and United’s responses to
shoe manufacturers’ needs (USM, 110 F. Supp. at 300–302, 322–323).Masten and Snyder
(1993, pp. 36–41)aptly supplement and summarize this information.

194. USM, 110 F. Supp. at 322.
195. USM, 110 F. Supp. at 340.
196. Masten and Snyder (1993, p. 43)similarly argue that “leasing transforms the trans-

action from the discrete sale of durable machines to the continuous sale of instantaneous
machine services.” They cite the following testimony from an officer of Compo, USM’s
chief rival, which supports this perspective: “ ‘The shoe machinery manufacturing indus-
try is really a service industry.. . . When a shoe manufacturer leases a Compo machine, he
becomes the beneficiary of a service system.’ ” (p. 41, quoting Brief for Appellant, Appeal
from the United States District Court of the District of Massachusetts to the Supreme Court
of the United States, 191 (October 1953) at p. 224).

197. Various durable goods producers have tied maintenance and repair services to equip-
ment. Although addressing the “aftermarket” tie of services to repair parts, the Supreme
Court’s decision inEastman Kodak Co. v. Image Technical Service, 504 U.S. 451 (1992),
has been interpreted as indicating that a tie that is made explicit to the purchaser at the
time of initial purchase of the durable in a competitive equipment market does not present
anticompetitive concerns. SeeBlair and Herndon (1996)for a life-cycle pricing analysis of
the service practices under scrutiny in theKodaklitigation.

198. This argument was apparently offered by USM (Kaysen, 1956, pp. 141–142). The
court did not effectively articulate USM’s rationales in its written opinion, but was clearly
unpersuaded by the arguments offered. Following Kaysen’s analysis, the court reasoned
that the evidence should show that the average cost of service over time should not fluctuate
across lessees. Kaysen’s analysis, which included only six observations and covered only
five years, revealed that this was not the case. The court was persuaded by this analysis
and concluded that various factors other than “chance fluctuations,” such as inexperienced
or inefficient management, poor labor relations, type of shoes manufactured and so forth,
provided systematic and predictable variations in service requirements. The court thus
argued that USM should charge shoe manufacturers differentially on these bases, rather
than relying solely on machine usage and output. SeeUSM, 110 F. Supp. at 322–323 and
Kaysen (1956, pp. 135–146).

199. It is an empirical question whether USM was less risk averse than its customers. If
it were not, however, it could not be the more efficient risk bearer.

200. Since the shoe manufacturer is risk averse by hypothesis, it will be willing to pay
a premium in order to shift risk to USM. Thus, USM can increase the lease payment by
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more than the expected maintenance and repair cost. The actual charge will depend upon
competition and profit-maximizing considerations.

201. USM, 110 F. Supp. at 322.
202. In its remedy, the court ordered that the “[d]efendant shall not provide any services

for the machine covered by the lease, except upon the basis of separate and reasonable
charges for the services rendered.”USM, 110 F. Supp. at 353.

203. The average economic life of shoe machines was estimated by USM as varying be-
tween 8 and 26 years and by the National Shoe Manufacturers Association, which evaluated
30 different “important” machine types, as varying between 3 (for only one machine type
that it evaluated) and 10 years (Kaysen, 1956, p. 315). USM’s lease term was ten years with
a five-year renewal lease term. Notably, approximately 20% to 25% of USM’s machines
were returned in less than five years (USM, 110 F. Supp. at 319). This suggests that the
return charges discussed in the previous section did not deter a significant number of early
returns.

204. For example, they comment that “a sale that capitalized a large part of the expected
value of a machine in an initial payment (with correspondingly lower contingent payments)
would invite the manufacturer to produce poor-quality equipment and either deteriorate
service or contrive cancellation of the contract by claiming customer mistreatment of the
asset”(Masten and Snyder, 1993, p. 43, note 43). They argue that the alternative structure
of providing the durable for free and capturing all rents through service would similarly
result in moral hazard problems on the part of the purchaser.

205. Alternatively, charging for service on a per-problem basis might cause United to
encourage excessive repair since its revenue would then be more dependent on the number
of service calls and less dependent on the productivity of shoe manufacturers.

206. USM, 110 F. Supp. at 315–317, 322.
207. USM, 110 F. Supp. at 315.
208. USM, 110 F. Supp. at 348.
209. USM, 110 F. Supp. at 354.
210. USM, 266 F. Supp. 328 (1967).
211. USM, 266 F. Supp. at 330. Workable competition is a phrase used to describe a

market structure that would be economically acceptable from a pragmatic standpoint since it
is too idealistic to expect industries to achieve perfect competition.Scherer (1980, pp. 41–44)
describes criteria for workable competition, but notes that there is much disagreement among
economists as to which criteria are necessary. The result is that the determination of what
constitutes workable competition is somewhat subjective.

212. USM, 266 F. Supp. at 331–332.
213. USM, 110 F. Supp. at 332.
214. USM, 110 F. Supp. at 332.
215. USM, 110 F. Supp. at 332.
216. This section relies onBlair and Herndon (1998).
217. See, for example,La Rouche v. United Shoe Machinery, 166 F. Supp. 633 (D.

Mass. 1953),Buscher v. United Shoe Machinery, 23 F. R. D. 183 (S. D. N. Y. 1958),
Herman Schwabe v. United Shoe Machinery, 297 F.2d 906 (1962), andInternational Shoe
Machine v. United Shoe Machinery, 315 F.2d 449 (1963). Most of these private cases
failed on procedural grounds. InLa Rouche, for example, a former competitor brought
action against USM. The court held that La Rouche’s cause of action while it was in direct
competition with United prior to 1946 was barred by the statute of limitations and La
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Rouche failed to state a cause of action for the period after 1946. Similarly, International
Shoe Machine Corporation initiated an antitrust lawsuit against USM in 1956, alleging
that USM’s illegal monopolization of shoe machinery prevented it from getting its “fair
share” of the market and, therefore, it suffered lost profits. Because of the four-year statute
of limitations, International Shoe had to demonstrate antitrust injury during the period
December 1952 to December 1956 (when the action was initiated).International Shoe, 315
F.2d. at 452. A jury found that International Shoe had not suffered antitrust injury.Id. at
453. International Shoe appealed the district court’s denial of International Shoe’s request
to admit Judge Wyzanski’s 1953 decision into evidence. The First Circuit affirmed the lower
court’s decision since the close of evidence for the 1953 case occurred in June of 1951,
a year and a half before the relevant period available to International Shoe. InHerman
Schwabe, the Second Circuit upheld the district court’s dismissal of the complaint on the
basis that the plaintiff failed to state a rational damage claim.

218. See, for example,Hanover Shoe, Inc. v. United Shoe Machinery Corporation, 392
U.S. 481 (1968)andMuskin Shoe Company v. United Shoe Machinery, 167 F. Supp. 106
(D. Md. 1958).

219. Hanover Shoe, Inc. v. United Shoe Machinery Corporation, 392 U.S. 481 (1968).
220. The Second Circuit appears to have recognized the importance of sorting out these

effects: “The lack of evidence was the more serious because it is undisputed that among
the factors accounting for United’s large share of the shoe machinery market, both past and
present, many were entirely lawful.” SeeHerman Schwabe, 297 F.2d at 911 (1962).

221. The District Court of Maryland appeared to have a better grasp of what a proper
damage assessment would entail: “Plaintiff’s claim of damages with respect to each lease
on which it may be entitled to recover will require a consideration of the difference, if any,
between the payments called for by the lease and the payment or payments which would
have been reasonable under competitive conditions at the time the lease was made. This
consideration will require complicated calculations with respect to each type of machine
and each date of leasing.” SeeMuskin, 167 F. Supp. at 111(D. Md. 1958).

222. SeeHanover Shoe, Inc. v. United Shoe Machinery Corporation, 245 F. Supp. 258,
287 (1965): “The primary damage claimed by Hanover Shoe is the excess of leasing costs
over what it would have cost to own the same machines had they been available.... ” and
Hanover Shoe, 392 U.S. at 484: Hanover argued that that it “should recover from United
the difference between what it paid United in shoe machine rentals and what it would have
paid had United been willing during the relevant period to sell those machines.” Naturally,
Hanover Shoe relied on Judge Wyzanski’s finding that USM’s leasing practices gave rise
to its unlawful monopoly, but Hanover Shoe failed to state a meaningful damage claim.
Specifically, Hanover Shoe should have specified its damages in terms of the difference
between what it paid for its leased machinery and what it would have paid “but for” USM’s
unlawful behavior. The “but for” price can be stated in terms of the present value of the
rental payments for leased machinery or the sales price less the present value of the salvage
value for purchased machinery.

223. In spite of the apparently formidable task of estimating damages in this case,
Hanover Shoe provided a damage calculation.Blair and Herndon (1998)summarize
Hanover’s approach and identify deficiencies.

224. USM, 110 F. Supp. at 307.
225. United States v. Grinnell Corporation, 384 U.S. 563, 570–571 (1966).
226. USM, 110 F. Supp. at 345.
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Merger review policy among countries varies according to the weight given to
consumers relative to producers. When both receive their full welfare weight
it is said that the efficiencies defense is fully realized. No well-developed
economic rationale has been given for giving more weight to consumers.
Such a rationale is given here by considering equity and efficiency both as
goods for which there is a willingness to pay. The willingness to pay approach
not only provides a rationale for giving consumers greater weight as with, e.g.
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1. INTRODUCTION: EQUITY AND
EFFICIENCY IN MERGER POLICY

Merger control is the most common type of enforcement found among the ninety
or so jurisdictions of competition law.1 The avowed purpose of merger review in
most countries is to protect the competitive market structure for the enhancement
of social welfare.2 Countries differ on how best to do this. This conflict across
jurisdictions concerns how important consumer welfare is relative to society’s
welfare as a whole.

Economic efficiency as traditionally understood suggests that all individuals
should receive equal weight whether as consumers or producers. In merger law
this is done by allowing a fully realized efficiencies defense. A complete efficiency
defense allows gains to producers to offset losses to consumers on a dollar for dollar
basis, and thereby provides a standard identical with economic efficiency.

Most countries stress the impact on consumers,3 and so do not wholly adopt
economic efficiency as the standard. That is they apply lower weights to gains in
production efficiency when balancing them against consumer losses. Thus most
countries do not adopt a fully realized efficiencies defense. Merger laws break
down treatment of efficiencies into three basic approaches:4

(1) those that permit an efficiencies defense to overcome a charge of monopoliza-
tion or dominance (fully counted efficiencies);

(2) those that incorporate efficiencies in an overall competitive assessment (less
than fully counted); and

(3) those that take note of efficiencies as part of a public interest test (weight given
to efficiencies varies).

In the United States, the efficiency defense in merger cases is given little weight.5

Judges have historically interpreted the Sherman Antitrust ActSection 2 and
the Clayton ActSection 7 provision on mergers to require the prevention of
industrial concentration or monopolies that would harm consumers.6 Consumer
welfare has taken priority over production efficiency. Analyzing legislative intent,
Robert Lande has argued powerfully that preventing unfair transfers of wealth
from consumers to monopolists was the overriding goal of the antitrust laws.
“Each antitrust law grew in part out of a desire to define and protect consumers’
property rights, an antipathy toward corporate aggregations of economic, social,
and political power, and a concern for small entrepreneurs” (Lande, 1982). The
historically pro-consumer, anti-monopoly orientation of U.S. antitrust policy is
reflected in the “Price Standard” of merger review, by which a merger will be
approved only if it does not result in materially increased prices. As a rough
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measure of the consumer impact of merger, a price increase as low as 1% might
be opposed if market concentrations exceed a certain level, regardless of the
efficiencies from the merger.7 The Price Standard has been strongly defended for
administrative efficiency reasons as well as legislative intent.8

This emphasis in merger policy on consumer welfare in the United States and
elsewhere runs counter to the trend in antitrust policy, which has generally moved
instead towards emphasizing economic efficiency. In the United States this trend is
particularly evident in the antitrust revolution of the 1970s and 1980s. Economists
promoting an economic efficiency approach have argued that mergers should be
allowed when they create allocative, dynamic, transactional and production effi-
ciencies that contribute to the long-run welfare of society in spite of temporary
disturbances in price competition.9 They have had some success. Once condemned
as an offense,10 efficiencies have gained a limited salience for challenges to merger
injunctions, while the USDOJ Merger Guidelines have expanded the scope and
legal impact of cognizable efficiencies.

In some countries, policy favors economic efficiency. Australia, Canada and
Brazil come the closest to the efficiency standard.11 Canada recently moved much
closer to an efficiency standard as a result of a single contentious merger. Canadian
law uses a case-by-case balancing of efficiency and equity as a matter of law, but
this balancing may be trumped by an efficiencies defense. Under recent Canadian
law a merger will likely be approved if it “is likely to bring about gains in efficiency
that will be greater than, and will offset, the effects of any prevention or lessening
of competition that will result.”12

In 1998, the initial decision of the Canadian Competition Bureau to challenge
the merger of Superior Propane and ICG Propane brought the conflict between
equity and efficiency rationales in merger control into high relief. Canada’s
only two major companies providing propane to end-users, ICG and Superior,
merged to produce substantial market power with a direct customer base of
low-income, rural, bottled propane users. When Canada’s Competition Tribunal
ruled in favor of the companies due to efficiencies created by the merger, the
Commissioner of Competition appealed the decision to the Federal Court of
Appeals on the grounds that equity effects were not given consideration in the
Sec. 96(1) analysis.

Using the facts in Commissioner v. Propaneby way of illustration, this article
proposes an economicalternative to traditional efficiency analysis for judging the
desirability of mergers. We propose an efficiency approach to valuing equity that
can be applied to the wealth transfer effects of a merger. Though the calculation
of equity effects may be too difficult on a case-by-case approach, the general
consideration of equity effects provides a rationale for applying the Price Standard
to merger review.
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2. BALANCING EQUITY AND EFFICIENCY
IN THE PROPANE CASE

2.1. Canadian Merger Review

Unlike competition policy in the United States, competition policy in Canada
as in many other countries is closely associated with national industrial policy.
It functions in the administrative hierarchy beneath Industry Canada. Headed
by a cabinet level Minister, Industry Canada works to improve the functioning
of the Canadian economy through programs aimed at increasing technological
innovation, and promoting investment, trade, and a competitive and fair economy
(Industry Canada, 2002). In Canada, antitrust policy and enforcement reside with
the Competition Bureau, which enforces the Competition Act. The structure is
shown in Charts 1 and 2.

An appointed Commissioner heads the Bureau of Competition with Six Deputy
Commissioners controlling different branches within the Bureau including one for
mergers. Not having the independent power to prevent mergers, the Competition
Bureau must apply for a hearing before the quasi-judicial Competition Tribunal
when seeking to enforce a decision about a merger. The purpose of the Tribunal is
to allow for expedited hearings on antitrust matters. Chart 2 shows the structure of
the Competition Bureau. The Tribunal operates independently of any government
agency and consists of up to four judicial members, and up to eight non-judicial
members. Cases are heard by assigned Tribunal members (usually three); those
reviewing the Superior case consisted of one judicial member and two non-judicial
persons (an economist and a business representative). Parties to antitrust cases may
appeal Tribunal decisions to the Federal Court of Appeal, from which decisions
may be appealed to the Supreme Court of Canada.

The Bureau only reviews mergers that have significant competition issues and
qualify as notifiable transactions. To qualify as a notifiable transaction, the parties
to the merger must have assets in Canada or gross revenues from sales exceeding
$400 million (about $251 million U.S.) and generally the merger must increase
one party’s gross revenues from sales by over $35 million (Industry Canada, 2000).
Companies that are involved in a merger that qualifies as a notifiable transaction
must notify the Commissioner of their intentions to merge. Notifiable transactions
account for a small portion of total transactions.

In 1989 the reviewed mergers accounted for approximately 10% of total
mergers, but in 2000 they accounted for about 25% (Crosbie & Co. Inc., 2000;
Goldman, 1989). During a three-year period (1986 through 1989) 39 out of 335
reviewed mergers required further attention but almost none proceeded to the
Tribunal (Goldman, 1989). The Bureau managed the 39 mergers in various ways:
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Chart 1. Canadian Antitrust Institutional Structure.
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Chart 2. Canadian Competition Bureau Structure.

monitoring (19 of the mergers), restructuring the merger to alleviate anticompet-
itive issues (9), voluntary abandonment by the firms (7), and imposing Tribunal
consideration as solely a final alternative (4).13 There are few Tribunal decisions
and fewer appellate decisions from which to determine the state of the law.14

When the Bureau reviews a merger it assesses the impact of the merger on
future competition. This includes evaluating the size of the market share and market
concentration, and evaluating impediments to entry. Additionally, the Bureau must
review the merger in light of certain qualitative factors outlined in Section 93 of
the Competition Act.15

2.2. The Merging Parties

Superior Propane and ICG Propane provide retail sales and distribution services to
residential and commercial propane customers. They have historically competed
against each other in a number of overlapping geographic and product markets,
and they are the only two companies that supply propane to end-users throughout
Canada (Commissioner of Competition v. Superior, 2000b). In 1997, Superior had
130 and ICG had 110 branches and satellite locations across Canada (ibid.). On
December 7, 1998, Superior acquired all outstanding shares of ICG (the merger) but
the implementation of the merger was delayed pending the Competition Tribunal’s
initial decision.16

2.3. Equity Concerns of the Merger17

The merger raised several flags to the Competition Commission due to the relatively
low-incomes of the customers and the essential character of the good. Superior
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and ICG Propane tend to serve businesses and individuals that reside in rural areas.
These businesses are usually small and often use propane for essential purposes
like cooking and heating. Residential customers are older on average, nearly a third
are retired, and generally have less education. Households use propane for a variety
of purposes including heating, cooking, and running a hot water heater. Farmers
use propane to dry damp grain.18 A smaller fraction of customers use propane
solely for unessential or less essential amenities such as heating a swimming
pool or operating a fireplace. Residential consumers of propane also tend to earn
lower levels of income with approximately 63% earning less than the Canadian
median income (Canadian Council on Social Development, 1996).19 The relatively
high cost of switching to different fuels makes it difficult to change to new fuel
sources. Substituting natural gas could be a cheaper option for those with access,
but often this fuel is not available. Electricity often costs more per BTU than
propane and switching to electricity would involve buying new appliances and
some rewiring of the house (Commissioner of Competition v. Superior, 1999c).
Switching from propane to heating oil costs over $4,000 (Canadian) and the use
of heating oil has other costs including bad odor and higher levels of indoor and
outdoor environmental pollution.20

2.4. The Tribunal’s First Decision

In late August 2000, the Tribunal found that the propane merger would substan-
tially lessen competition in 89% (66 of 74) of the local markets for the supply
of propane (Commissioner of Competition v. Superior, 2000a, para. 307). In
16 out of the 66 markets the merged firm would have a pure monopoly or near
monopoly, with a market share ranging from 97 to 100%. In another 16 markets,
where substantial market concentration already existed, the merger would further
lessen healthy competition, and competition would be reduced in the remaining
34 markets.21 The Tribunal found that the merger would lessen competition
substantially in the coordination of services offered to national account customers,
leaving the merged entity as the only firm in Canada serving this market.22

National account customers have multiple business locations throughout the
country, but use only one supplier for propane services.

Despite these adverse effects on competition, the majority of the Tribunal found
that the merger was saved from divestiture by application of the efficiency defense.
In determining whether effects exist that are likely to bring about gains in efficiency
that will be “greater than, and will offset, the effects of any prevention or lessening
of competition,” the Tribunal chose to consider reductions in economic efficiency
as the only “effect” that would prevent or lessen competition after the merger. The
Tribunal measured economic efficiency using a “Total Surplus Standard.”
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Fig. 1. Effects of Monopoly Power.

2.4.1. Application of the Total Surplus Standard to the Propane Merger
The Total Surplus Standard is simply the normal (Kaldor-Hicks or potential
Pareto) criterion for welfare typically used in economic analysis, which is the sum
of consumer and producer surpluses. Thus a policy is efficient if the change in
producer surplus and consumer surplus is positive. A positive sum for a change,
such as the one found in the Propane merger, creates additional societal wealth.
This is also called allocational efficiency. The use of the Total Surplus Standard
implies a fully realized efficiencies defense.

The merger’s effects as estimated by the Tribunal are shown in Fig. 1. Following
the Tribunal, we assume the marginal and average cost curves are flat so that it
is a constant-cost industry. In accordance with the Tribunal’s analysis, we assume
that, before the merger, competition existed and monopoly power equaled zero.23

The assumptions of competition and flat marginal and average cost curves imply
that producer surplus did not exist before the merger. Price before the merger is
determined by the intersection of demand and supply at P1. Gains in efficiency
from the merger will reduce costs from AC1 to AC2 and, after the merger, the
price will be determined by the monopolist and will be above costs at, say, P2.
The merger will create producer surplus both because of the reduction in costs
and because of the gain in monopoly pricing power. Since price is expected to
increase, as shown in Fig. 1, consumer surplus will fall. The loss of consumer
surplus will consist of the deadweight loss, which is lost to everyone, and the
income transfer (welfare neutral transfer) which was initially consumer surplus
and now becomes producer surplus. That is, both the deadweight loss (DWL) and
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the income transfer were consumer surplus before the merger. After the merger, the
producer surplus will be the efficiency gains plus the income transfer. These will
also represent economic profits. Since the wealth transfer is a gain to producers
and a loss to consumers, traditional economic analysis regards this as an offsetting
transfer with no net welfare effect. The deadweight loss represents surplus lost
to society because the monopolist can raise price above the supply curve (above
average and marginal costs). The economic welfare effects of the merger will then
be found by comparing the deadweight loss with the efficiency gain and this is
shown as follows:

�W = (�CS + �PS)

Since �CS = −(DWL + Wealth Transfer) and

�PS = +(Efficiency Gain + Wealth Transfer), then

�W = −(DWL + Wealth Transfer) + (Efficiency Gain + Wealth Transfer), or

�W = −DWL + Efficiency Gain

The court estimated Superior Propane’s efficiency gains over a ten-year period
at $29.2 million per year, the deadweight loss at less than $3.0 million per year,
and the wealth transfer from consumers to producers at approximately $40.5
million per year.24 The results of applying the Total Surplus Standard are shown
in Table 1.

The deadweight loss and wealth transfer were based on estimates developed
by Michael Ward, an expert witness for the Competition Bureau. The actual
deadweight loss and transfer depend on the size of the price increase, the elasticity
of demand, and the shape of the demand and supply curves. Ward assumes a linear
demand curve, a flat supply curve and looks at three elasticities, and calculates
the deadweight loss and transfer for various price increases based on his assump-
tions about the demand curve and the elasticity of propane (Commissioner of
Competition v. Superior, 1999b). According to Ward, the average expected price
increase for the merger is 8% and the demand for propane in the Canadian market
is likely inelastic.25 The fact is, however, that from the beginning of 1999 (Superior
acquired ICG in December of 1998) to the end of 2001 the real price had increased

Table 1. The Total Surplus Standard.

Change in Welfare Millions of Dollars Per Year (in $)

Deadweight loss (−CS) −3.0
Wealth transfer (−CS, +PS) 40.5
Efficiency gain (+PS) 29.2
Total 26.2
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by 9.44% on average. The real price increases for previous ICG customers have
been harsher with increases of over 24% during the same time period.26

The Tribunal concluded that economic efficiency as the sum of producer and
consumer surplus was the correct measure and that the deadweight loss was the
only anticompetitive effect that required balancing against the efficiency gains
in operation.27 Since the operational efficiency gains to producers exceeded the
deadweight loss, the Tribunal deemed the merger efficient and beneficial to society.
The wealth transfer from consumers to producers of $40.5 million per year for the
Superior Propane case is irrelevant under the Tribunal’s interpretation of “effects.”

2.5. The Welfare Calculations are Incorrect

Ross and Winter (2003) and Mathewson and Winter (2002) point out a pivotal
error in the efficiency analysis of the Tribunal and consequently of the Court. They
observe that some pre-merger monopoly power already existed in the propane
market and this was not part of the estimates used by the Tribunal who relied
on the calculations of Ward. As Zerbe (1980, 1994) has shown the differences in
welfare when accounting for prior monopoly power can be significantly different
from estimates assuming no prior monopoly power. This is shown by Fig. 2.

Fig. 2. Accounting for Prior Monopoly Power.



An Economic Justification for a Price Standard in Merger Policy 419

The deadweight loss calculated by the Tribunal following Ward’s estimates is
shown in Fig. 1. The correct estimates are, however, obtained from Fig. 2. The
areas considered by the Tribunal in calculating welfare change are areas A and C.
There is, however, an additional loss of producer surplus of area D. Mathewson
and Winter estimate the size of area D as about 8.5 times the value of the
deadweight loss estimated by Ward and used by the Tribunal. The loss of producer
surplus represented by area D is then about $25.5 million per year. The total social
gain from the merger estimated by the Tribunal is about $26 million. Thus when
the loss of producer surplus represented by area D is included, the net welfare gain
from the merger using the total surplus standard is $26 million minus $25.5 million
or essentially zero. Because the Commissioner did not furnish an expert witness to
present the evidence, the Tribunal excluded it from their evaluation (Commissioner
of Competition v. Superior, 2000a, para. 451). Apparently the Commissioner felt
that raising the issue of pre-existing monopoly power may have weakened the
anticompetitive aspects of the case as the monopoly gains from the merger would
be diminished.28 Given these corrected estimates, it is apparent that the major
effects of the merger will not be on efficiency. Instead, equity should be the focus of
the analysis.

2.5.1. The Commissioner’s Appeal
The Commissioner appealed the Tribunal’s decision to the Federal Court of
Appeals in September 2000.29 The Commissioner disagreed with the Tribunal’s
interpretation of the Competition Actin three areas: the interpretation of the
Purpose Clause (Section 1.1), the definition of “effects” under subsection 96.1,
and the adoption of the Total Surplus Standard under subsection 96.1.30 Broadly
speaking, the Commissioner’s appeal concerned the scope of the “efficiency
defense” and in particular the meaning of “the effectsof any . . . lessening of
competition.” The Commissioner sought to expand the meaning of effects beyond
the interpretation of the Tribunal. The Purpose Clause reads:

the purpose of this Act is to maintain and encourage competition in Canada in order to promote
the efficiency and adaptability of the Canadian economy, in order to expand opportunities
for Canadian participation in world markets while at the same time recognizing the role of
foreign competition in Canada, in order to ensure that small and medium-sized enterprises
have an equitable opportunity to participate in the Canadian economy and in order to provide
consumers with competitive prices and product choices.

The Commissioner urged the Purpose Clause requires that the Commissioner
protect small and mid-sized companies from unequal competition and protect
consumers from unfair prices and limited product choices in addition to ensuring
economic efficiency. He maintained the Purpose Clause is inseparable from the
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rest of the law and any interpretation must coincide with the scheme of the statute
and the intent of Parliament.31

The Commissioner argued the Tribunal should recognize other effects in
addition to economic efficiency when considering a merger.32 The Commissioner
further stated that the effects are never clearly defined within the law and should
be interpreted with respect to the Purpose Clause. Citing Hillsdown, the Com-
missioner averred the Competition Actmandates consideration of redistributive
effects.33 According to the Commissioner, in considering economic efficiency as
the sole standard, the Tribunal failed in its obligation to protect consumers and
smaller businesses from the anticompetitive effects of the monopoly as the Purpose
Clause requires.34 The wealth transfer from consumers to producers results in
an increased concentration of wealth in business and decreases consumers’ equal
footing in the marketplace. The monopoly increases price, which limits consumers’
entitlement through law to competitive prices and diverse product choices.

The key legal issue raised by the Commissioner’s appeal is whether the legal
effects of an anticompetitive merger are limited to the loss of resources to the
economy as a whole, that is to traditional economic efficiency, or whether they
include a wider range of effects, including effects on equity or other social values
such as protecting consumers from monopolistic exploitation. The issue for
economists is whether or not things people care about other than traditional goods
should be included in efficiency.

2.5.2. The Effect of Demand Elasticity on Equity and Efficiency
The Commissioner’s expert economist, Dr. Peter G. C. Townley, stated that in a
situation where a merger causes the price of the good in question to rise, consumers
lose and merging firms gain (Commissioner of Competition v. Superior, 1999a).
“The distinction between winners and losers is clear, and one would wish to assess
relative income levels and impacts explicitly.” Townley’s statement implies that
before the Tribunal accepted the Total Surplus Standard it should have assessed
the nature of the good in order for proper consideration of equity effects.

Townley pointed out that a given price increase applied to a good that is more
inelastic in demand will create smaller deadweight losses but greater inequity as
compared with a more elastic demand.35 This is because the wealth transfer will
be larger with the more inelastic (i.e. less elastic) demand. Goods with inelastic
demand are generally necessities or goods that lack close substitutes. Townley
noted, “if the good in question is regarded as a necessity, its demand will be price
inelastic and a price-increasing merger will lead to a relatively small deadweight
loss. However, it is precisely in this case that equity concerns are greatest.”36 He
observed that to disregard these effects does not accord with society’s tax treatment
of necessities. Governments usually “forgo an ‘efficient’ tax presumably because
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Fig. 3. Weather Transfer and Deadweight Loss Effects Under Elastic and Inelastic
Demand.

such a tax would be perceived as inequitable. That is, relatively poor households
spend proportionately more on necessities than relatively wealthy households. A
tax on such goods would fall disproportionately on the poor, and thus be consid-
ered regressive.” Propane, in the Canadian market context, exhibits qualities of a
necessity and a good without close substitutes.37

To see the effects of elasticity consider Fig. 3 where the demand curve D1 is
more inelastic than D2. Suppose that initially the price is P1 determined by a
flat supply curve at this price. A monopolist that maximizes profits would reduce
production by one-half, given a horizontal cost curve, regardless of whether he
faces the more elastic or more inelastic curve. The effects on price, however,
differ greatly for the two demand curves. A monopolist faced with the more
elastic curve would price at P2. If the monopolist faced instead the more inelastic
curve, it would price at P3. At these prices the sizes of the deadweight loss and the
wealth transfer are proportional to the sizes of the price increase so that both the
wealth transfer (WT D1) and deadweight loss (DWL D1) are greater in the case
of the more inelastic curve. A monopolist is unable to increase price significantly
with an elastic demand curve, because quantity demanded decreases in a greater
proportion to the price increase. The monopolist prefers to face inelastic demand,
as the resulting economic profits are greater. The price increase will be greater as
will the deadweight loss and the wealth transfer for the more inelastic demand.
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Economic efficiency traditionally suggests that a merger is more likely consid-
ered desirable when the companies face a more elastic demand curve and as a result
produce less deadweight loss (DWL D2). Equity demands the same conclusion,
as the wealth transfer effect (WT D2) is less for the more elastic demand curve.

2.5.3. The Four Standards
Townley considers four standards for evaluating the effects of monopoly power:
(1) the Total Surplus Standard (defined earlier as the efficiency gains minus the
deadweight loss); (2) the Price Standard; (3) the Consumer Surplus Standard; and
(4) the Balanced Weight Standard.38 The latter three are outlined below. A table
follows that evaluates the Propane merger based on each standard.

The merger would only pass the Price Standard if it improves or maintains the
welfare of consumers. A merger may accomplish this if the downward pressure on
price through decreased marginal costs outweighs the upward pressure on price
from the increase in market power. Any merger that causes an increase in price will
fail the Price Standard.39 When met, the Price Standard unambiguously guarantees
an increase in welfare according to the Pareto Improvement Criteria: an event
causes a Pareto improvement when at least one person is made better off and no
person is made worse off.

The Consumer Surplus Standard compares the loss of consumer surplus with
the gains to the producer, less those producer gains that arise from monopoly
power. Thus the wealth transfer from a price increase would count as a loss to
consumers but not as a gain to producers. Although the Consumer Surplus Standard
corresponds to no known theory of welfare economics, it may accord with the
objectives of merger review and societal perceptions. By assigning a weight of zero
to producer gains from monopoly power, this method makes the value judgment
that exploitation of monopoly power is bad, but resource savings are good. If the
loss of consumer surplus (LCS) is greater than the adjusted gains to producers (E),
then the merger will fail the Consumer Surplus Standard.

If LCS > E then the merger fails the Consumer Surplus Standard.
If LCS < E then the merger passes the Consumer Surplus Standard.
The final method Townley introduces involves measuring a weight (w) that

balances consumer losses and producer gains (the Balanced Weight Standard). In
order to solve the equation, the producer’s gains are assigned a weight of 1 and
the total surplus equation is set equal to zero. Solving for w gives the additional
weight consumers would need to balance their losses with the producer’s gains:

TS = 0 = (1)(Wealth Transfer) + (1)(Efficiency Gains)

− (w)(Loss of Consumer Surplus)
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Then policy makers must determine if the weight lies within an acceptable range,
based on a value judgment.

Townley underscores the reasons why the Total Surplus Standard can end up
endorsing welfare-reducing mergers and why it alone is an inadequate guide for
policymakers. The Total Surplus Standard requires two unrealistic assumptions to
be welfare enhancing under KH: first, that the marginal utility of income for poor
people and rich people is the same and second, that the government continuously
redistributes income via lump sum taxes and transfers.40 Ideally mergers should
be subject to both equity and efficiency tests. Therefore Townley recommends the
following sequential decision rule:

(1) Subject the proposed merger to the Price Standard. If the merger satisfied
this test, merging firms would be better off and consumers would at least be
no worse off than before the merger. If a merger failed to satisfy the Price
Standard, a second step would be required.

(2) Assess the merger with the Total Surplus Standard. If the proposed merger
failed this test the merger must be welfare reducing, since consumer losses
will always be greater than producer gains.

(3) If the merger fails the Price Standard but passes the Total Surplus Standard,
calculation of a full set of distribution weights under the Consumer Surplus
Standard or the Balancing Weights Method is recommended to account for
the distributional effects. Use the Consumer Surplus Standard to evaluate the
merger if consumers of the product are expected to be relatively poor compared
to the producers.

According to Townley, mergers that fail the Price Standard and the Consumer
Surplus Standard but pass the Total Surplus Standard are likely to involve large
price increases caused by monopoly power. On the other hand, mergers that fail
the Total Surplus Standard but pass the Price Standard and the Consumer Surplus
Standard are unlikely to cause large price increases due to monopoly power. When
consumers are not poorer than producers, calculate a balanced weight that just
balances gains and losses, and decide whether it is realistic.

2.5.4. Applying the Four Standards to the Merger
Table 2 suggests that the merger should be rejected using two of the standards, the
Price Standard and the Consumer Surplus Standard. It would be accepted by the
Total Surplus Standard as discussed previously. The Balanced Weights Method
rejects the merger if the weight for consumer losses is 60%41 or greater than that
given to producer gains.
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Table 2. The Standards Evaluated.

Standard Outcome Reasons

Total surplus
standard

Accept The efficiency gains of $29.2 million outweigh the
deadweight loss of $3.0 million so the merger is
accepted by this standard.

Price standard Reject Superior Propane is expected to raise prices by 8% on
average because of their increase in monopoly power so
the merger is rejected by the price standard.

Consumer surplus
standard

Reject Compare the loss of consumer surplus (the wealth
transfer plus the deadweight loss) with the efficiency
gains. The loss of consumer surplus is equal to the
wealth transfer of $40.5 million plus the deadweight loss
of $3 million for a total of $43.5 million. The merger
would be rejected by the consumer surplus standard
because the efficiency gains equal only $29.2 million.

Balanced weights
standard

Depends on
weight
decision-makers
are willing to
assign

The balanced weight equation is set equal to zero and
reads as follows.
TS = 0 = (1)(40.5 million) + (1)(29.2 million) –
((w)(40.5 million + 3 million))
so w = 1.602
Reject if decision makers attribute a weight to
consumers that exceeds more than 60.2% the weight
they attribute to producers.

2.6. The Federal Court of Appeal’s Review

The Federal Court of Appeal found that the majority of the Tribunal had erred
by limiting the considered effects to changes in producer and consumer surplus,
and by failing to ensure that all of the objectives of the Competition Actwere
given consideration in the balancing exercise mandated by subsection 96.1.
(Commissioner of Competition v. Superior, 2001a, b).

The Federal Court of Appeal remanded to the Tribunal requiring consideration
of other anticompetitive effects, especially those included in the objectives of the
Purpose Clause. The Court of Appeal expected the Tribunal to exercise its judgment
when determining the exact effects to be considered.42

The Tribunal could use the Balanced Weights Standard (as advocated by Town-
ley and the Commissioner) or a similar method, which incorporates the additional
effects of the merger. Using this methodology, the Tribunal would determine the
anticompetitive effects of the merger by taking into account a range of factors, but
would not assign to each a fixed a priori weight. The factors include: the deadweight
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loss, the wealth transfer from consumers to producers resulting from the increase
in prices through the exercise of market power, the loss of product choices and
services currently associated with the product, the impact of the merger on small
to medium-sized businesses, and the prevention of competition and the creation
of a monopoly or near monopoly in some or all of the relevant markets.43

2.7. The Tribunal’s Second Decision

The Tribunal issued its response (Reasons and Order) to the Court on April 4,
2002.44 The Tribunal left its approval of the merger unchanged. Recalling Air
Canada,45 the Tribunal stated:

The Tribunal need only identify and assess, “the effects of the prevention or lessening of
competition” for the purpose of section 96 and decide whether the efficiencies that the Tribunal
has already found to have been proved by the respondents are likely to be greater than, and to
offset, those effects (para. 7).

The Tribunal members based their response to the Court remand on the arguments
that they are: (1) constrained by the language and history of the Competition
Act to give primary importance to (traditional) economic efficiency;46 and (2)
any adverse “effects” including those on smaller businesses and on equity were
unclear and “impossible to determine” to justify a conclusion contrary to economic
efficiency.47 The Tribunal found that the legislative history clearly indicates that the
merger provisions were not driven by consumer interest. The Tribunal concludes
that adopting an approach that prevents efficiency-enhancing mergers in all but
rare circumstances must be wrong in law (para. 83).

The Tribunal differentiated the Canadian Competition Actand policy, which they
find emphasizes economic efficiency, from United States merger law and policy,
which they find emphasizes protection of small business and especially protection
of the consumer from price increases due to market power (para. 131). The Tribunal
noted that the makers of Canadian law and policy have historically understood that
economic efficiency is particularly important in Canada as it allows businesses to
achieve economies of scale that allow them to compete effectively with the United
States and the international market.48

The Tribunal found equity considerations insufficient to change its previous con-
clusion based on traditional economic efficiency. They gave the following reasons:
efficiency is more important than equity as a matter of law; equity effects are too
difficult to measure; their proper weight is uncertain in both law and economics;
and, regardless, in this case, such effects appear sufficiently small and are unlikely
to overturn the efficiency effects under any reasonable weighting scheme.
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The Tribunal noted that they do not know how to compare equity with efficiency
and the Federal Court did not offer any guidance.49 They concluded, nevertheless,
that the Commissioner’s expert economist, Peter Townley, who gives some weight
to equity effects, suggests the best approach. They found two difficulties with
implementing his approach: a) the determination of the equity effects and b) the
weight to use if they can be determined. They rejected Townley’s suggestion that
equal weight be given to all consumers, so that the entire transfer would receive
some weight, on the ground that there is no reason for this in considerations of
welfare economics or law (para. 327 and para. 371). The Tribunal’s discussion
appears to suggest that consumers would need to be sorted by income class, with
different weights assigned according to these classes and then compared with the
income class of the beneficiaries of the merger, primarily the stockholders of the
merging companies. The Tribunal said they believed this task would be virtually
impossible to accomplish.50 That is, they found the costs of equity assessment
(including all its relevant transactions costs) to be too high.

Nevertheless, the Tribunal found it necessary to attempt a consideration of eq-
uity as far as its present data would allow.51 They noted that among household
purchasers (as opposed to business purchases, most of which end up in house-
holds), 102,465 households fall into the lowest-income quintile and consume bot-
tled propane. Using a demand elasticity of −1.5, the Tribunal found that this group
will pay about $2.6 million more under the merger and that this constitutes the
adverse redistributive effect, assuming they are using the propane for essential pur-
poses (para. 368). The Tribunal then found the maximum loss, including adverse
equity effects, to be the sum of the maximum deadweight loss of $6 million – the
mean being $3 – plus the $2.6 million in adverse equity transfer for a total of ap-
proximately $8.6 million (para. 370). They went on to note that there is no statutory
basis under the Act or in U.S. antitrust law for unequal weighting and noted:

perhaps the adverse redistributive effects should weigh twice as heavily as efficiency losses,
in which case the . . . effects would not exceed $11.2 million. Alternatively, since efficiency
concerns are paramount in merger review, perhaps adverse redistributive effects should be
weighted half as much as deadweight losses. In the instant case, it is clear that the adverse
redistributive effects are, on the evidence, quite small. Accordingly, the Tribunal is of the view
that under any reasonable weighting scheme, the gains in efficiency of $29.2 million are greater
than and offset all of the effects of lessening and prevention of competition attributable to the
merger under review (para. 371).

The Tribunal does not consider effects on indirect consumers who purchased
from businesses that bought from the merged firm, does not give equity standing
to those in the in the fourth income quintile class, and does not give standing
to foreigners. For example, the Tribunal only considered people in the lowest
income bracket among those negatively affected by the merger. This seems an
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arbitrary cutoff. People that make less than the median income may as well be the
objects of altruism. According to a study completed by Statistics Canada, 11.1%
of consumers or 241,991 individuals in the second-lowest income bracket are
“fueled by propane.” Given the same assumptions as the Tribunal, this amounts
to about $4.8 million, which would give a total equity loss of $13.4 million for
consumers who may be legitimate objects of altruistic sentiments. Of course
without weighting this is still less than the Tribunal’s estimate of net benefits.

2.8. The Legal Conclusion

After briefly considering an appeal to the Supreme Court, the Commissioner
dropped its plans in March 2003. The Commissioner felt that further litigation
would not clarify the meaning of the efficiency defense. The legal matter is now
closed.

A private member of Parliament, however, proposed an alternative for Sec. 96(1)
and the amendment was passed by the House of Commons in May 2003 as follows:

In determining, for the purposes of section 92, whether or not a merger or proposed merger
prevents or lessens, or is likely to prevent or lessen, competition substantially, the Tribunal may,
together with the factors that may be considered by the Tribunal under section 93, have regard
to whether the merger or proposed merger has brought about or is likely to bring about gains
in efficiency that will provide benefits to consumers, including competitive prices or product
choices, that would not likely be attained in the absence of the merger or proposed merger.52

Instead of the current “trade-off” between efficiencies and anti-competitive
effects, efficiencies would be part of the lessening of competition analysis, as it
is in the U.S. The Commissioner cited the need for harmonization with the U.S.
and the U.K. merger policies in order to compete internationally. Commissioner
Finckenstein remarked in this context, “We must favour a competitive economy
which expands opportunities for Canadian participation in world markets.”53

Yet the question of equity is not one of competitive strength and the argument
for a price standard is not correctly made on the basis of being able to compete
internationally. The issue, rather, is the well-being of Canadian citizens.54

3. AN EFFICIENCY JUSTIFICATION
FOR THE PRICE STANDARD

3.1. Harberger’s Approach to the Trade Off of Equity and Efficiency

Economists approach the subject of equity by assigning weights to the changes in
income levels of different individuals. Weights may depend on the preferences of
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administrators (Feldstein, 1974; McGuire & Garn, 1969), on the requirements of
justice (Rawls, 1971), on the costs of redistribution (Harberger, 1978),55 and on
the willingness to pay (WTP) of others (Zerbe, 1998, 2001).

The Harberger approach resonates more closely than the other approaches with
traditional benefit cost analysis, though it is not a fully developed WTP approach. It
would assign an additional weight to losses or gains by the poor based on the most
efficient method of transferring income directly to the poor. Harberger assumes
that the cost of direct transfers would not exceed 20% of the cost of transfer. For
example, if a project imposes losses on the poor of, say $100, the administrative
cost of compensating the poor directly would not exceed 20% of the 100 or
$20. This cost of actual compensation would then be added as a cost to the project.
Thus if a project achieved gross gains of $200 at a net cost to the poor of $100,
total costs would be counted to include the $20 cost of actual compensation so that
total costs would be $120. In this example, total costs are less than total benefits
so that the project still passes the benefit-cost test after the Harberger adjustment
is applied.56

If we apply the Harberger criterion to the propane merger and use all propane
consumers as a proxy for the poor, the merger should go forward because total
efficiency gains still exceed deadweight loss. The deadweight loss is $3 million
per year and the wealth transfer is $40 million per year for a total consumer loss of
$43 million per year. Efficiency gains equal about $29 million. The administrative
costs of achieving a transfer to poorer citizens by the most efficient available
method would be 20% of $43 million or $8.6 million. This is the sum that must
be added to the loss of $43 million. The benefit-cost calculation is then the $43
million consumer loss plus the $8.6 million WTP for equity for a total of $51.6
million. The benefits consist of the $40 million gain to the producers from the
wealth transfer plus their efficiency gains of $29 million per year for a total of
$69 million per year. Thus benefits exceed costs by $17.4 million per year. This
can be summarized in Table 3.

Table 3. The Harberger Method for the Propane Case.

Change in Welfare Millions of Dollars Per Year (in $)

Change in consumer surplus −43
Change in producer surplus +69
Transfer compensation cost −8.6
Total +17.4
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3.2. The Equitable Function of Merger Review
and the Role of Moral Sentiments

The Harberger approach begins, but does not complete, the task of treating equity
as another good. The Harberger approach is a subset of the WTP of one group
(altruists) for the welfare of others. Altruists will not pay more than the cost of
income transfer; it differs since they might pay less. To complete this task it is
sufficient to value moral sentiments, including equity, according to the willingness
to pay for them, as with other goods.57

Such an approach, called AM for aggregate measure or KHZ in a more developed
form, recognizes the Harberger limitation that the value equity will not exceed the
cost of its purchase in other.58 The implicit assumption in the Harberger analysis
is that transfers to poorer citizens are fungible. This will only be the case when
moral sentiments involve considerations of income distribution, so that it is just
a matter of giving weight to a more equitable income distribution.59 This is not
generally the case. KHZ differs from the Harberger approach in recognizing moral
sentiments generally. Frequently, moral satisfaction is particular to its beneficiaries.
For example, we are morally satisfied when we see justice done for a person who has
been wronged. Moreover, where justice requires compensating particular people,
rather than changes in the general income distribution, the cost is not limited to the
waste inherent in general transfers. That is, the demand curve for moral satisfaction
in a particular case may not be limited by the costs of redistribution in general.
Instead, the costs will include the cost of creating a compensation mechanism for
the particular individuals injured where it is not in place.

The compensation of particular groups of people has already been found to be
extremely expensive. While the value of equity under KHZ will always be limited
by the cost of purchasing substitutes, as with the Harberger criterion, it recognizes
that the costs of redistribution in general may not be a good substitute. When A
who is poor is harmed, compensating B who is also poor may be no substitute for
those moral sentiments engendered by the harm to A at all.

Including such moral sentiments for a particular remedy is analytically
more robust, but are such sentiments common to people affected by mergers?
Although we are unable to provide a definitive answer, we note that the belief that
monopolistic harm to consumers needs to be redressed echoes resoundingly in the
U.S. antitrust laws, especially in the private remedies found in the Clayton Act.60

These provisions in particular testify to the intensity of such moral sentiments
in the U.S. The language used suggests that equity, and not solely efficiency,
was of concern.61 Agreeing with this interpretation of the antitrust laws, the
Supreme Court has analogized private antitrust actions to intentional tort claims
to determine the scope of standing among other issues.62
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3.3. Costs of Compensation

How much people value a wealth transfer to others depends on the cost of the
transfer under the most efficient alternative method. The costs can be quite high.
The costs of compensation depend on: (1) determining the injured; (2) determining
the extent of their injury; and (3) carrying out the actual compensation.

3.3.1. Determining the Injured
Determination of the consumers injured by monopolistic price increases can
prove difficult because these increases often harm consumers secondarily.
Many industries use propane as an input in the production of their goods and
consequently, a price increase for propane will affect the price of those goods
that require propane as an input. A considerable proportion of propane is sold to
companies for industrial type uses (89.3%) and a significantly smaller proportion
(10.7%) is sold for residential end use applications (Commissioner of Competition
v. Superior, 2000a). So, the probability is high that consumers will be hurt through
secondary price increases. To determine who these customers are (and the extent
of their injury) would be costly so, as a prudent assumption, actual compensation
is best limited to those directly harmed.

3.3.2. Determining the Injury
The direct injury (ignoring secondary effects) will be the difference between the
price paid and the price (call it the base price) that would have existed were it not
for the merger, times the amount purchased.63 The most difficult determination
will be that of the base price. Since the injury will be recurring it is necessary
to determine the base price over some time period. If compensation is based on
the amount purchased, as is logical, this will itself affect the demand for propane
and the monopoly price that could be charged, which is an undesirable effect
of attempted compensation. An alternative method is price regulation with its
apparent costs. Where the base price is easy to determine, such regulation would
be less costly as would the costs of determining injury. We have no estimates of the
costs of determining injury in a case such as the Propane merger but clearly it could
be large.

Price could be regulated based on the difference between a base price and the
actual price. Suppose there is a benchmark available to use for the competitive
price such as the price in the United States or in other competitive market areas.
In this case the firms will be required to return an amount to each customer
representing the difference between the new price and the base price times the
quantity bought by the consumer. In this case the company has no incentive except
to charge the competitive price. In most cases, however, the base price may be a
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source of considerable controversy. The greater the difficulty in determining the
base price, the closer the process approaches traditional public utility regulation,
which generally is costly.

3.3.3. Costs of Carrying Out Compensation
Discussions with representatives of firms who carry out compensation resulting,
for example from a consumer fraud case brought by the FTC, indicate that the
direct costs of compensation vary greatly and can be quite high. The costs of
compensating consumers vary depending on the number of consumers, the costs of
determining injury for each consumer, the availability of addresses for consumers,
whether or not these addresses are available in electronic or paper form, and the
accuracy of the addresses. Where the accuracy of addresses is poor, costs can reach
90 cents or more on the dollar. In addition, it is not uncommon that around 20%
of consumers fail to open or cash compensation checks usually because they don’t
realize a check is enclosed.64

In the merger context, legal barriers to standing as well as practical difficulties
make compensation even more expensive. Although a consumer may be found
in the target zone of the economy harmed by an antitrust violation, only direct
purchasers may recover under Section 7 of the Clayton Act.65 And once a
merger is concluded, divestiture can seldom restore competition to its previous
levels.

3.4. Including the Willingness to Pay for Equity

Costs of compensation are relevant to an approach that incorporates the value of
equity. The value of equity from a particular project will be the smaller of the least
cost of purchasing the same moral satisfaction elsewhere or the gross value of
the moral satisfaction from the project to the altruists (Zerbe, 2002). People will,
however, not pay more for equity as part of one project than the cost of purchasing
the same equity through another project.

Suppose initially that all consumers are equal objects of altruism and that their
net gain (which may be negative) from the merger is Gc . Suppose that the equity
associated with the project has no substitutes. In this case we will let � represent
the value per unit of equity obtained through the project. This symbol is usually
called the “warm glow” parameter. Thus � is the willingness to pay by others per
dollar of net gain received by the object of equity concern.

Suppose instead there is another way of purchasing equity and for simplicity
assume this is the direct transfer of money to those people whose equity the project
affects and with whom we are concerned. In transferring cash to these recipients
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there will be a loss per dollar transferred due to the costs of determining the injured,
the extent of injury and the costs of carrying out the actual transfer. We will call this
loss �.66 Assume initially that this parameter is less than $1.00. If, for example,
40 cents is lost from each dollar transferred, then � = 0.40.

The equity value of the project will include the willingness to pay of those people
who, while not themselves directly affected, care about the equity effect on other
people. This value will be the smaller of:67

Equity Value = Gc�

(1 − �)
where � < 1. (1)

and

Equity Value = �Gc (2)

Equation (1) represents the cost of purchasing equity by direct transfer of money
as compensation to those damaged who are the objects of altruism. Equation (2)
represents the gross value of moral satisfaction from the project by altruists where
direct transfer or some other substitute purchase of moral satisfaction is not feasi-
ble. The equity value is the smaller of the results from applying the two equations.
If the extent to which people care for others is small, so that � is small, the equity
value will be small even if the transfer of cash directly is very expensive. In the
converse situation, wherein it is inexpensive to transfer cash directly, the equity
value of the project will also be small even though people may care a great deal
about others (i.e. � is large).

Table 4 shows the percentage increase in the value of the consumer gain or loss to
account for the altruistic effect. The % will differ for various values of � and �. The
values shown are the smaller of � and �. For example, when phi is zero, the cost
of purchasing equivalent moral satisfaction is zero and the percentage increase in
consumer gain or loss would be zero. This means that the results are not changed by
the inclusion of moral values. When, however � is 0.50 and � is 0.10, the necessary
percentage increase is 11%. When phi is greater than one (i.e. when the costs of
compensation become prohibitive), then the warm glow parameter � governs, as
shown in the last two rows of Table 4. Since � will be an aggregate figure over all
altruists, it will be large for policies which affect the moral sentiments of many
people.68 Therefore, only the last two columns of Table 4, or those not shown but
with even higher �’s, are likely to be relevant. When � is greater than one there is
no substitute available for the purchase of moral satisfaction. When the project is
widely viewed as unjust and compensation is expensive, the percentage increase
to be given to the net gain or loss to consumers will be quite large, (e.g. 100,000%
as shown in Table 4).



An Economic Justification for a Price Standard in Merger Policy 433

Table 4. Percentage Increase in Consumer Gain or Loss to Account for
Altruistic Effect.

(phi) � ↓ (alpha) � →
0.50 (%) 1.00 (%) 10.00 (%) 100.00 (%) 1000.00 (%)

0.00 0 0 0 0 0
0.10 11 11 11 11 11
0.20 25 25 25 25 25
0.30 43 43 43 43 43
0.40 50 67 67 67 67
0.50 50 100 100 100 100
0.60 50 100 150 150 150
0.70 50 100 233 233 233
0.80 50 100 400 400 400
0.90 50 100 900 900 900
1.00 50 100 1000 10,000 100,000
>1 50 100 1000 10,000 100,000

Note: For each combination of � and �, the smaller of the smaller of � and (Gc/(1−�) – Gc) applies.
For � = 1, � governs as shown in the last two rows.

Previously, the Balanced Weight Standard determined that if the additional
weight to consumers exceeded 60.2% then the merger would be rejected. A waste
parameter of 38% or greater will give a weight to consumers of 61% or greater.
Thus for any � > 0.61 and � > 38%, the welfare conclusion of the Tribunal will
be reversed when altruistic sentiments are included. Since even a modest altruistic
sentiment spread over a modest number of people can result in an � greater than 1,
and the waste parameter in transfers can clearly exceed 40%, the equity weight the
Tribunal used for consumer harm may have been too low.

3.4.1. What if Moral Sentiments Apply Only to a Subset of Consumers?
The Tribunal points out that not all of the consumers are relatively poor and thus
they will not all be the object of altruistic sentiments. Nevertheless, as long as
the costs of compensation are prohibitive, relatively low levels of sentiment and
relatively low numbers of altruists are sufficient to conclude the merger should
be prohibited. From Table 4 we can calculate the necessary altruistic willingness
to pay to reverse the conclusion of the Tribunal as a percentage of the consumer
loss where not all consumers are the objects of altruism. Let � be the fraction of
consumers who are objects of altruism and let their loss be proportional to the
fraction they represent. Let P be the size of the altruistic sentiment necessary to
reverse the Tribunal’s decision. The gross consumer loss is estimated (incorrectly)
by the Tribunal to be $43 million per year. The gross gain is $69 million per year.
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Table 5. The Required Altruistic Percentage (P) to Reverse the Tribunal’s
Decision for Values of �.

� 1 0.75 0.5 0.3 0.2 0.1
P 60% 114% 221% 435% 702% 1505%

Note: Consumer loss is estimated at $43 million per year and the gross gain from the merger to be $69
million.

The welfare conclusion of the Tribunal will be reversed as long as $43�(1 + P) >

$69 so that P > (1.6/�)−1. Table 5 shows the necessary values of P for different
values of � in the Propane Merger. Thus under reasonable assumptions it is possible
to obtain a value for altruistic sentiment which if applied to the consumer loss
is sufficient to change the Tribunal’s welfare conclusion. For example if 50%
of consumers are the objects of altruism a P of 221% will render the merger
inefficient.

The merger will be inefficient if the waste parameter is significant, if the project
engages the sympathies of several hundred people or more, and if the portion of
consumers who are the objects of altruism is not too small. For example, suppose
the net loss to that portion of consumers who engage the moral sentiments of
others is just 20%, i.e. � = 0.2, so that $8.6 million out of the total consumer loss
of $43 million creates a loss for altruists. The conclusion of the Tribunal would be
reversed for any value of the waste parameter greater than about 87% and a warm
glow greater than 7.

3.5. The Propane Merger With Compensation

When compensation actually occurs, welfare conclusions under KHZ will be dif-
ferent than under KH (Zerbe, 1998a, b, 2001, 2002a). The extra value of a project
with compensation is Gc�� while the cost of compensation will be Gc�/(1–�).
The difference between them will be:

Gc�[� − �� − 1]

1 − �
.

This will be positive meaning that compensation is desirable as long as:

� >

[
1

(1 − �)

]
.

For the Propane case, a merger with compensation would be preferable to one
without for any � > 1.67 and for a waste parameter of 40% or less. Even
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if � = 90%, a merger with compensation is superior to one without as long as
� > 10. So for reasonable values of � and �, a merger with compensation is
preferable to one without compensation. The possible explanation for the absence
of compensation in many actual cases is that � > 1.

3.6. Moral Sentiments in Merger Policy

Is using moral sentiments about consumers in this way turning merger policy
into an instrument of income redistribution? We think not. It is only counting the
valuation of distributive effects in the same manner as is done for other goods. The
most common argument advanced against taking equity into account in merger
review and the one repeated by the Tribunal is that income redistribution is most
effectively carried out through tax policy. This may be true but moral harm is more
specific than the income distribution. We view tax policy as a blunt instrument
for redressing specific harm. This argument assumes that the tax system can be
automatically adjusted to ameliorate the consequences of a regressive merger. Can
a fair tax be designed to help the particular persons harmed by the merger and not
benefit others? Furthermore, from the point of view of administration, it is far less
costly to prevent an unjust redistribution as our model proposes than to remedy
it. Accordingly, both good administration and consistency in the law require the
prevention of mergers that unduly harm consumers.

The above argument furnishes an argument for a Price Standard. It shows that
equity concerns attached to specific actions if considered in the same way as other
goods can change conclusions based on KH efficiency. Indeed the WTP for equity
is likely sufficient to justify a Price Standard.

4. CONCLUSION

The Tribunal apparently used the Superior propane merger to establish the
ascendancy of economic efficiency. This is ironic as the merger was in fact not
economically efficient, as Mathewson and Winter show. When moral sentiments
are included as part of the efficiency analysis, the merger is a fortiori inefficient.
This conclusion, based on a recently developed expanded definition of Kaldor-
Hicks efficiency, suggests the importance of equity considerations even in merger
analysis. The methodology we propose is not meant to substitute as a decision-
rule for the Competition Tribunal or other administrative tribunals charged with
pre-merger review; nor do we advocate discarding the established indices of
substantial lessening of competition for establishing the prima facie case for an
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anticompetitive merger. Instead we aim simply to show the legitimacy of moral
sentiments in analysis.

Our model provides an economic rationale for the Price Standard. Our approach
might provide an explanation of the fact that most jurisdictions give more weight
to effects on consumers. The KHZ analysis can also be used as the basis for
supplementary evidence in cases in which small efficiencies are used to justify
large redistributions from the probable poor to the probable well-off. Judges do
not, and should not, shy away from the evidentiary difficulties when public policy
questions so clearly predominate as they do in such circumstances.

The interpretation of U.S. antitrust laws advocated by Lande, of which the Price
Standard is a part, would be economically efficient according to KHZ under the
following assumptions: (1) it is costly to compensate those harmed; (2) people
care about equity so that inequity is costly; and (3) the costs of mistakes from
treating cases on a per se price basis, rather than on a case-by-case analysis of
economic efficiency, minus the administrative savings under a per se rule, are less
than the smaller of the first two categories of cost.69 These assumptions do not
appear unreasonable. Thus the U.S. Price Standard is reasonable, understandable
and is probably KHZ efficient.

NOTES

1. The other two main activities are the regulation of price fixing and monopoly.
2. For example, the OECD countries in 1996 declared “the basic objective of com-

petition policy is to protect competition as the most appropriate means of ensuring the
efficient allocation of resources – and thus efficient market outcomes – in free market
economies.” Organization for Economic Co-operation and Development. Competition
Policy and Efficiency Claims in Horizontal Agreements, OECD/GD (96) 65, Paris 1996.

3. The International Competition Network, Merger Working Group Analytical Paper,
“Efficiencies” at http://www.internationalcompetitionnetwork.org/analysisofmerger.html.
According to the multi-jurisdiction table in the appendix, the consumer surplus and price
standard are most commonly employed in mergers. Last visited August 21, 2003.

4. An overview of the variation of competition policies can be found in Wood (2002).
5. In the US, efficiency analysis is integrated into the overall competitive effects analysis

and the threshold is high for efficiencies to make a difference to merger enforcement.
Efficiencies must reverse the anticompetitive effects of the merger for it to be allowed.
“The Agency will not challenge a merger if cognizable efficiencies are of a character and
magnitude such that the merger is not likely to be anticompetitive in any relevant market.
To make the requisite determination, the Agency considers whether cognizable efficiencies
likely would be sufficient to reverse the merger’s potential to harm consumers in the
relevant market,” 1992 US-DOJ Horizontal Merger Guidelines, Sec. 4. (as amended 1997).
Early Supreme Court cases viewed efficiencies negatively in the merger context. (Brown
Shoe Co. v. United States, 370 U.S. 294 (1961), U.S. v. Philadelphia National Bank, 374

http://www.internationalcompetitionnetwork.org/analysisofmerger.html
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U.S. 321 (1963), FTC v. Procter and Gamble, 386 U.S. 568 (1967). A number of appellate
courts have adopted the framework of the guidelines in their treatment of efficiencies (FTC
v. University Health 938 F. 2d 1206 (11th Cir. 1991), FTC v. Butterworth Health Corp. 121
F.3d 708 (6th Cir. 1997), FTC v. Tenet Health Care Corp 186 F 3d 1045 (8th Cr. 1999),
FTC v. H. J. Heinz Co. 246 F. 3d 708 (D.C. Cir. 2001).

6. From early cases such as Brown Shoe, the Court referred to the necessity of protecting
competitive market structure. Gradually it came to accept the antitrust laws as a “consumer
welfare prescription,” Reiter v. Sonotone Corp., 442 U.S. 330, 343 (1979).

7. We thank Richard Higgins for clarification on FTC and Department of Justice policy
regarding price increases.

8. Comparing the magnitudes of various types of error under the Price Standard to
those under case-by-case efficiency analysis for mergers, Fisher and Lande concluded
that case-by-case efficiency analysis would result in “vastly increased investigation
and litigation costs and greater uncertainty for merging firms” (Fisher & Lande, 1983,
p. 1695).

9. Allocative efficiency in the form of the Kaldor-Hicks criterion had been a mainstay of
benefit cost analysis and normative economic analysis in general since the late 1930s and
became widely used in public projects evaluation during the 1940s. Williamson (1977) and
Areeda and Turner (1980) promoted the allocative efficiency concept in antitrust analysis,
arguing that efficiency should be the most important goal of merger enforcement. Modern
advocates of permitting mergers with efficiencies include Kolasky and Dick (2002). Evans
and Schmalensee (2002) have elaborated on Joseph Schumpeter’s concept of dynamic
efficiencies in their critique of static welfare models in antitrust analysis.

10. Brown Shoe, supra, Note 7.
11. Brazil performs an efficiency analysis and weighs the outcome against other

objectives, while Australia uses the total surplus standard for authorizations.
12. In this sentence “efficiency” means gains to producers, not economic efficiency.

Competition Act, The, R. S., 1985, c-34.
13. Goldman (1989).
14. Prior to Commissioner v. Superior Propane, only the Hillsdowncase dealt with the

interpretation of Section 96 in obiter, suggesting that the Parliament did not mean to use
economic efficiency as the standard for effects. Director of Investigation and Research v.
Hillsdown Holdings (Canada) Ltd., (1992) 41 C.P.R. (3d) 289.

15.

(a) the extent to which foreign products or foreign competitors provide or are likely
to provide effective competition to the businesses of the parties to the merger or
proposed merger;

(b) whether the business, or a part of the business, of a party to the merger or proposed
merger has failed or is likely to fail;

(c) the extent to which acceptable substitutes for products supplied by the parties to the
merger or proposed merger are or are likely to be available;

(d) any barriers to entry into a market, including

(i) tariff and non-tariff barriers to international trade,
(ii) interprovincial barriers to trade, and
(iii) regulatory control over entry,

and any effect of the merger or proposed merger on such barriers;
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(e) the extent to which effective competition remains or would remain in a market that
is or would be affected by the merger or proposed merger;

(f) any likelihood that the merger or proposed merger will or would result in the
removal of a vigorous and effective competitor;

(g) the nature and extent of change and innovation in a relevant market; and
(h) any other factor that is relevant to competition in a market that is or would be

affected by the merger or proposed merger.

16. Superior and ICG completed the merger in December 2001.
17. All consumer data comes from a 1997 survey completed by Canada Market

Research Ltd. for Superior Propane entitled, “Defining Pricing Strategy in the Context of
Customer Value Analysis (Commercial and Residential Markets): Research Report.”

18. National Farmers Union. October 8,1999.
19. http://www.ccsd.ca/factsheets/fsavin96.htm, “Average and Median Total Family

Income by Province, 1996.”
20. Commissioner of Competition v. Superior (1999c).
21. Commissioner of Competition v. Superior (2000a, para. 308, 309).
22. Commissioner of Competition v. Superior (2000a, para. 10).
23. As it turns out, this assumption is unwarranted. Infra, §2.4.
24. Commissioner of Competition v. Superior (2000b, para. 5). The loss of consumer

surplus could be less than the stated amount because of improvements to delivery services
by the merged propane company, or increases in quality and improved innovation. In
stockholder literature, Superior claimed that services would improve following the merger,
but did not use this argument in court and did not give specific examples of improvement
(see http://www.superiorpropane.com/html/income.html). We thank Aaron Finkle and
Leigh Anderson for this observation.

25. Commissioner of Competition v. Superior (1999b, p. 3).
26. Price increases adjusted for inflation by obtaining monthly inflation rates from

Canadian Economy Online http://www.canadianeconomy.gc.ca/english/economy/#bp.
27. Commissioner of Competition v. Superior (2000a, paras. 446–447).
28. Coversation in November 2003 with Pierre-Luc Herbert Senior Competition Law

Officer of the Competition Bureau. It seems a shame that a choice to rely on less valid data
led to a result contrary to the Tribunal’s total surplus standard and one that might well be
ill-regarded by most Canadians.

29. Commissioner of Competition v. Superior (2000b).
30. Ibid. para. 18.
31. Ibid. paras. 28–35.
32. Ibid. paras. 40–53.
33. Ibid. para. 41. In Hillsdown it was unnecessary to consider the issue of the

total surplus standard, as the Tribunal was not convinced that a ‘substantial lessening
of competition’ was likely to arise as a result of the merger. Justice Reed, however
did raise the issue of whether the wealth transfer under the total surplus standard was
always neutral. How, for example, were foreign shareholders to be treated? What if
foreign shareholders were the chief beneficiaries and Canadian customers bore the costs?
Or what if drug companies merged and the relevant customers would be receiving a
life-saving drug?

34. One of the members of the Tribunal, C. Lloyd, expressed concerns of the other
qualitative effects including a negative impact on customer programs and product

http://www.ccsd.ca/factsheets/fsavin96.htm
http://www.superiorpropane.com/html/income.html
http://www.canadianeconomy.gc.ca/english/economy
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choice, the reaction of inter-related markets, and the inability of small and medium sized
competitors to react to the market power granted to the merger (Lusk, 2002).

35. Commissioner of Competition v. Superior (1999a, p. 39).
36. Ibid. p. 40 Fig. 3 shows that this is not strictly true. Under the assumptions used

there, more inelastic demand will result in a greater price increase and thus, a greater
deadweight loss. Where costs fall, I am unable to determine the relative change in the
wealth transfer with elasticity of demand.

37. Ibid. p. 40.
38. Commissioner of Competition v. Superior (1999a, pp. 28–33).
39. It has been found possible under rigid assumptions for a merger to create a monopoly

that leads to lower prices, but this includes requirements for impossibly large efficiencies
and large elasticities of demand (Fisher & Lande, 1983b, p. 1705).

40. Commissioner of Competition v. Superior (1999a, pp. 6–8). See also pp. 16–18
regarding income effects, order of summation of consumer surplus and price changes in
other markets.

41. The threshold is determined by the Balanced Weight equation and inputs given in
Table 1.

42. Commissioner of Competition v. Superior (2001a, b, para. 159).
43. Ibid. para. 129.
44. Commissioner of Competition v. Superior (2002).
45. Director of Investigation and Research v. Air Canada et al. 51 C. P. R. (3d) 131

(1993) C. C. T. C. No. 19.
46. The Tribunal concluded: “It is clear to the Tribunal that the Parliamentary Committee

endorsed the view that efficiency was the paramount objective of the merger provisions
of the Act” (para. 80). The Tribunal believes that when section 96 is placed in the context
of history of the Competition Act they are to focus on competition and resource allocation
and not to consider the redistributional effects. “It was a clear concern of Bill C-256 that
redistributional effects of anti-competitive mergers saved by efficiency gains not harm
consumers beyond a reasonable time period. This concern was successively de-emphasized
in subsequent bills” (para. 49).

47. Commissioner of Competition v. Superior (2002, paras. 57, 334, 351, 361, 372).
48. The Tribunal noted that the primary reason to amend the Combines Investigation

Act in 1986 was “the need to strengthen Canadian business and provide an incentive for
productivity in the face of aggressive international competition to which the government
was committed and which would ultimately benefit consumers” (para. 81).

49. “[I]t is not clear how adverse redistributive effects, which are not losses of real
savings, could be netted against real savings [of resources].” Since the Tribunal interprets
“savings of resources” as economic efficiency, the Tribunal is stating that they do no know
how to balance efficiency with equity (para. 57). The Court instructed the Tribunal to con-
sider redistributive effects but it did not prescribe the method by which the Tribunal would
perform its task. “The Tribunal must follow this instruction in light of the clear legislative
history that indicated that the merger provisions were not driven by consumer interest. The
Tribunal concluded that adopting an approach that pr.events efficiency-enhancing mergers
in all but rare circumstances must be wrong in law” (para. 83) (emphasis added).

50. The Tribunal observed that “the redistributive effects are generally difficult to
identify correctly, and will involve multiple social decisions. Given the informational
requirements of such assessments, the assumption of neutrality could be appropriate in
many circumstances” (para. 329).
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51. One reason the equity effects are small is that they fall in part on foreigners (which the
Tribunal claims it cannot consider as a matter of law). In so far as the effects on foreigners are
not considered then the Tribunal’s approach departs from the traditional theoretical welfare
standard. In traditional economic welfare theory all effects and persons are to be counted in
the welfare analysis. In practice this is necessarily not the case both because full measure-
ment is never possible and for reasons of policy, which may also be traced ultimately back
to measurement issues. The question of whose values are to count has become known as the
issue of economic standing. Zerbe (1998, 2001, 2002) has considered these issues elsewhere.

52. Bill C-249. The Commission suggested additional revisions that would prevent
the application of the efficiency defense when prices rise as a result of the merger or if
the effects of competition amount to the elimination or near elimination of competition.
Suggested restrictions (4), (5). “Bill C-249: An Act to Amend the Competition Act,”
Konrad von Finckenstein, Commissioner of Competition, Standing Committee on
Industry, Science and Technology, (March 31, 2003). http://cb-bc.gc.ca/epic/internet/incb-
bc.nsf/vwGeneratedInterE/ct02543e.html. Last visited, 01-14-04.

53. Speaking Notes for Konrad von Finckenstein March 31, 2003.
54. Section 96(c) of the Competition Act suggests that one cannot count redistributive

transfers as part of efficiency. That is, no extra weight can be given to any party as part
of an efficiency defense. Our understanding of this section benefited from a conversation
with Pierre-Luc Herbert of the Canadian Competition Bureau.

55. Zerbe (1998a, b) has elaborated on the Harberger criterion.
56. Harberger’s approach is more inclusive than Total Surplus analysis as it considers an

additional good not considered by the Total Surplus approach, equity, and recognizes that its
value cannot exceed the cost of the substitute good, direct transfers. The approach is partly
consistent with traditional economic efficiency in that it recognizes the limitation to the
willingness to pay (WTP) for a particular good. The good, equity, is itself non-traditional,
however.

57. Zerbe (2002a, b) considers the arguments that have been made against such inclusion
and shows that they are either incorrect or not compelling.

58. KHZ (Kaldor-Hicks-Zerbe) builds on Kaldor-Hicks to expand an approach to equity
suggested by Harberger. KHZ assumes simply that: (1) all values count, or more precisely
all goods and sentiments for which there is either a WTP or a WTA are economic goods; (2)
gains and losses are to be measured by the WTP and WTA respectively and from a psycho-
logical reference point that is determined largely by legal rights; (3) transactions costs of
operating within a set of rules are included in determining efficiency. The rationale for these
assumptions, along with some other ones, may be found in Zerbe (2001); and (4) transactions
costs of operating within a set of rules (but not the costs of changing rules) are included in
determining efficiency. The rationale for these assumptions may be found in Zerbe (2001).

59. By moral sentiments, we mean those involving concern for the well being of objects
or beings other than oneself. These sentiments can include immoral sentiments as when
one wishes harm to others. One may care about others as a result of kinship, empathy,
envy or hatred, or as a matter of justice. Charity is an expression of moral sentiment. One
may care about others from their perspective (one cares about their utility function); this
is called non-paternalistic altruism. Or in the case of paternalistic altruism, one may care
about others from one’s own perspective as when a parent requires a child to eat spinach
when the child would rather not.

60. See Sec 2 and Sec 7 of Clayton Act.

http://cb-bc.gc.ca/epic/internet/incb-bc.nsf/vwGeneratedInterE/ct02543e.html
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61. Referring to the original damages provision of the Sherman Act, the Court said,
“The legislative history of the section shows that Congress was primarily interested in
creating an effective remedy for consumers who were forced to pay excessive prices
by the giant trust and combinations that dominated certain interstate markets. . . . The
original proposal, which merely allowed recovery of the amount of actual enhancement
in price, was successively amended to authorize double damages and then treble-damages
recoveries, in order to provide otherwise remediless small consumers with an adequate
incentive to bring suit.” Associated General Contractors of California, Inc. v. California
State Council of Carpenters, 459 U.S. 519, 530 (1983).

62. Solomon v. Houston Corrugated Box Co., 526 F.2d 389, 392, n. 4 (CA5 1976);
Simpson v. Union Oil Co., 311 F.2d 764, 768 (CA 9 1963); Northwestern Oil Co. v.
Socony-Vacuum Oil 321 U.S. 792, (1943); Williamson v. Columbia Gas & Elec. Corp.,
310 U.S. 639, (1940).

63. In addition, there is the welfare loss triangle, which we ignore here.
64. In arriving at these conclusions we spoke with Toby Savell of the FTC, a repre-

sentative of the Garden City Group, Tom Litala, representatives of Analytics Inc., Nancy
Johnson and Richard Simmons, and representatives of Gilardi & Co., Ron Heard and Tom
Sinden. We also spoke with Richard Higgins, John Peterman, and Ronald Bond of the Law
and Economics Consulting Group.

65. Illinois Brick Co v. State of Illinois, 97 S. Ct. 2061, 2075(1977) (discussing the
precursor to Section 7.)

66. We have regarded � as simply the loss per dollar transferred. We could more broadly
call � the cost of obtaining equivalent moral satisfaction. In some cases the transfer may
not be the cheapest or even a viable substitute. Just as apples and oranges are imperfect
substitutes but are both foods, so there will be different categories of moral satisfaction.

There are goods for which cash is a poor substitute. Some cheaper substitute other than
direct cash transfers may be available so that the relevant � may be less than the cost of
money transfers. For example, the efficient remedy for an unjust insult may be an apology
and not a cash transfer.

On the other hand, direct transfers of cash may be a poor substitute for moral injury and
the costs of the cheapest substitute greater than the cost of transferring money. Thus, even
if the cost of money transfers is less than 1, � may be greater than 1. Where � is greater
than 1, there is no possibility of gaining value from a substitute good and the moral value
(placed on equitable compensation) can be very large indeed (as � may be large).

67. The value from purchase of the good in question cannot be greater than the cost
of purchasing the same moral satisfaction by other means. The amount of money that
would need to be transferred to give recipients one dollar will be 1/(1 − φ), or $1.67. The
amount that must be transferred (X) to compensate consumers to give them a net gain of
Gc is found from X (1−�) = Gc or X = Gc/(1 − φ). The cost (waste) for this transfer is
the difference between the amount lost by others to effect the transfer, Gc/(1 − φ), and the
amount received by the consumer, Gc. This will be Gc�/(1 − φ). (In the example the cost
is 67 cents.) The moral value to altruists can be no larger than Gc�/(1 − φ) which is the
cost of purchasing moral satisfaction by direct transfer.

68. These sentiments could be offsetting, in which case � may be small.
69. Elsewhere Zerbe suggests other requirements (Zerbe, 2001, 2002a, b). One equally

important assumption for a viable expanded definition of economic efficiency is to count
the transaction costs of carrying out a project as part of the economic costs.
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VERTICAL MERGERS AND
MARKET FORECLOSURE

William S. Comanor and Patrick Rey

ABSTRACT

In recent years, antitrust officials have recognized that vertical arrangements
can cause competitive harm through two routes: first, they can facilitate
collusion among rivals, and second, they can raise rivals’ costs and thereby
create barriers to entry or expansion. In this paper, we identify a third
and separate pathway: vertical integration allows upstream monopolists
to exploit more fully the market power that has already been attained. We
explore the implications of this third pathway for antitrust policy.

1. INTRODUCTION

In an earlier paper, published 35 years ago, one of the authors addressed the topic
of market foreclosure, and whether it is a useful tool to evaluate the competitive
effects of vertical mergers (Comanor, 1967). Relying on Bork’s conclusions of a
few years earlier (Bork, 1954), he agreed that vertical foreclosure by a multi-stage
firm directed against its single-stage rivals could not be used effectively to increase
profits or restrict quantities. As a result, foreclosure by itself did not have specific
anti-competitive effects.

In this paper, and armed with new findings regarding the stability of positions
with market power, we reach different conclusions. While foreclosure achieved
through exclusionary actions may not always be an effective tool to achieve a
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monopoly position in the first place, we suggest below that it may well serve
to retain this position and secure monopoly returns that might otherwise be
diminished.

In recent years, we have come to understand more fully the opportunities that
arise for opportunistic behavior on the part of customers and suppliers. To contest
these tendencies, firms may adopt certain types of exclusionary actions that have the
effect of foreclosing certain upstream or downstream rivals from the marketplace.
In so doing, they aim to impede the expected development of more competitive
results and buttress and maintain the firm’s own market power. When used in
this context, foreclosure may represent a successful strategy to inhibit rivals and
maintain market power.

Antitrust authorities have similarly changed the focus of their concerns. This
change is reflected, for example, in the Microsoft litigation (U.S. v. Microsoft,
2000,2001). What is noteworthy about the relevant conduct that was challenged
is that it had little to do with Microsoft’s achievement of a monopoly position in
the first place.

The story of Microsoft’s attainment of that position is well known, and followed
directly from its original contract with IBM at the dawn of the personal computer
era. Instead, Microsoft’s conduct was challenged for its potential impact on
preserving a monopoly position that had already been attained. The allegation was
that Microsoft feared the future development of new rivals, and moved specifically
to divert this threat. The challenged conduct was thus more specifically related to
the retention of its monopoly position rather than its attainment in the first place.

2. PRIOR STUDIES OF VERTICAL MERGERS

The modern analysis of vertical mergers begins withBork’s (1954)paper. His
discussion derided the importance of foreclosure. He argued that even if the fore-
closure of single-stage firms by their multi-stage rivals occurred, final prices would
not be raised or consumers harmed. Bork’s reason was that in any vertical stream
of production, there is only a single monopoly profit that can be earned by a
monopolist, whether or not it is vertically integrated. Therefore, the mere fact of
vertical integration pursued by a monopolist through a vertical merger cannot have
additional anti-competitive effects.

In addition, Bork’s analysis went one step further by applying the theory of
“successive monopoly.” As was already known,1 where a monopolist sells an input
to a firm who in turn has monopoly power, the resulting price is still higher, and
the quantity still lower, than that which would be set by a vertically integrated firm
that acted as a monopolist. In these circumstances, vertical integration would lead
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to lower prices and increased outputs, and therefore represent a pro-competitive
event, as compared with the original situation in which both the input producer
and the output producer exercise monopoly power. Thus, Bork argued vertical
mergers were not likely to be anti-competitive and indeed were more likely to be
pro-competitive.

Comanor’s 1967paper responded to Bork. It accepted Bork’s critique that higher
final prices did not necessarily follow from the foreclosure of single-stage rivals.
However, it pointed out that foreclosure could well lead to the displacement of
single-stage firms by their vertically integrated rivals. As a result, entry barriers
could be increased by the resulting need to enter at multiple stages simultaneously.
That result, of course, would depend on the particular circumstances involved.

In the years that followed, and particularly after the publication of the United
States Department of JusticeMerger Guidelinesin 1982, the Bork critique became
the conventional wisdom. The prospect that vertical integration achieved through
vertical mergers could lead to enhanced market power was neglected in policy-
making. During that era, there were few antitrust cases brought by the enforcement
agencies against vertical mergers.

Although the policy climate changed only gradually, a new set of academic
results appeared that questioned Bork’s conventional wisdom. In the first place,
various studies contested the notion that only a single volume of monopoly profits
exists in a vertical stream where firms are limited to a single price. While correct
under the assumption that all inputs are used in fixed proportions, the more recent
analysis found that where variable proportions were possible, so producers could
shift among inputs in response to price differences, integration could lead to
higher product prices and reduced consumer welfare.2 The limitation of Bork’s
conclusion to the case of fixed proportions, where producers cannot shift among
inputs, opened the door to the view that vertical mergers could lead to increased
prices to consumers and enhanced market power.

In addition, further academic research appeared which dealt directly with the
competitive effects of market foreclosure. At the heart of this revised evaluation
of vertical mergers is an emphasis on the strategic behavior of firms, where the
reactions of rivals are taken into account. Those studies dealt with oligopoly
markets where there are already restraints on entry, and are in direct contrast to
Bork’s reliance on more simple models of monopoly and perfect competition.
Among the more important papers in this tradition are those ofHart and Tirole
(1990), Ordover et al. (1990)andRiordan (1998).3 In the analysis below, we build
on these papers and discuss a further set of factors under which vertical mergers
may have anticompetitive results.

From the outset, there have been two lines of argument. One line emphasizes
that vertical acquisitions can sometimes impose higher costs on non-integrated
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rivals and thus permit an integrated firm to reap greater returns. A second line
finds that integration can also be used to preserve or better exploit an existing
position with market power. The second two papers noted above employ the first
approach and conclude that vertical foreclosure is both feasible and can have
anti-competitive effects.

Ordover et al. (1990)employ a two-stage duopoly model within which a vertical
merger occurs. The authors investigate prospects that the remaining upstream firm
will set a higher price for the intermediate good following the merger. Where that
result occurs, the effect is to increase the costs and then the price of the downstream
rival, which in turn increases the profitability of the integrated firm. An additional
element of their analysis is to identify circumstances where it is not feasible for
the remaining non-integrated firms to merge as well.

Riordan (1998)on the other hand, observes that even dominant firms face con-
straints from the fringe firms that are found in most markets. Such firms set output
levels where their marginal costs equal the price charged by the dominant firms,
and thus increase their output in response to higher prices. As a result, they can
restrain the ability of even dominant firms to achieve monopoly returns.

Riordan’s analysis presumes that the fringe firms purchase their necessary inputs
from the same suppliers as do the dominant firm; and so long as there is a rising
supply curve for these inputs, backward integration by the dominant firm can be
used to raise the cost of these inputs to the fringe rivals. In that case, the constraints
imposed by these firms are lessened, and the backward integration becomes a
strategy for achieving monopoly returns.

3. VERTICAL INTEGRATION
AND FORECLOSURE

Among the more important insights associated with the second line of argument
is that a firm with market power in an upstream market can profitably exclude or
limit competition in a related downstream market in order specifically to realize
the full gains from its original market power. That conclusion originated withHart
and Tirole (1990), and was extended byO’Brien and Shaffer (1992), andMcAfee
and Schwartz (1994).4

The analysis below describes this position in more detail. Although we explore
the anti-competitive motivations for vertical integration and foreclosure, we
acknowledge of course that vertical integration can also be driven by concerns
for efficiency that enhance competition and benefit consumers. For this reason,
there is no implication here that vertical integration always has an adverse effect
on competition.
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3.1. Framework of Analysis

We sketch here the basic framework used below to examine the effects of vertical
mergers. There are two related markets, A and B. Market A, the upstream market,
is dominated by one firm, while Market B, the downstream market, is potentially
more competitive. To simplify this structure, let firm M have a complete monopoly
in Market A, although it may or may not be originally present in Market B. In
the absence of vertical integration, two independent firms compete in Market B.
However, firm M may decide to enter that market by acquiring one of the existing
firms, in which case it competes with the remaining firm.

For this discussion, let the good or service produced in Market A be used
solely as an input into the product produced and sold in Market B. Furthermore,
assume that all firms in Market B require access to this input. The output of
Market A is thereby an “essential facility” for producers in Market B. Although
there is potential competition in the downstream market, it can develop only if all
competitors have access to this essential input.

In this structure, assume further that firm M produces the inputA at constant
unit costc. The downstream firms transform this input into the final good,B, for
which demand is given byq = D(p). To complete the description of this industry,
assume that downstream competitors use the same technology, which has constant
returns to scale. To simplify the exposition, we normalize to zero the downstream
costs of transforming the input into the final good.

3.2. The Old Leverage Doctrine and the Chicago Critique

The original foreclosure doctrine rests on the incentive for a firm such as M to
restrict or deny access of its product to some potential buyers, such as B1 and B2;
in order to favor a downstream independent firm or affiliate. An early version of
that concern was that the upstream monopolist might seek to “leverage” its market
power into the downstream segment by acquiring a downstream competitor and
refusing access to its product to all others.

In response, the Chicago critique emphasized that the original monopolist had
already extracted maximum profits through its pricing in the monopolized market.
Since there was only one source of monopoly returns, there was no way for it to
further extend its monopoly power.

To see this result, letpM denote the industry monopoly price that maximizes
industry total profits:

pM = arg maxp(p− c)D(p),
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and let �M = (pM − c)D(pM ) denote the corresponding (fully integrated)
monopoly profit. Suppose first that downstream firms fiercely compete in prices.
The upstream monopoly could achieve this profit by charging a wholesale pricew

equal to the monopoly price:5

w = pM .

If downstream firms compete instead in quantities (or more generally, if there is
imperfect competition downstream), it can still generate downstream monopoly
prices by adjusting the price charged for its input, and recover any downstream
profit through such means as franchise fees.

More generally, the use of variable pricing methods, of which two-part tariffs
are the most common example, can be used to resurrect the Chicago position
that there is only one “pot” of monopoly returns to be had. That result, however,
requires prices that are akin to those found with perfect discrimination, and still
can leave unexploited returns when prices fall short of that ideal. The returns from
foreclosing single-stage rivals following integration are thus affected by the pricing
methods used prior to integration, as well as the scope for input substitution in the
downstream market.

3.3. Foreclosure to Defend Market Power

Using the industrial structure described above, we now turn to circumstances
where the upstream monopolist’s capacity to extract profits from its original
market is insecure.

3.3.1. A Simple Example6

The basic idea is suggested by the following example. Suppose there are nine
final consumers where each consumes at most one unit of the final good. Let
the production of both A and B be costless; and assume that thenth consumer
is willing to pay $n. The industry’s monopoly price is then $5, with sales made
to five consumers, and profits of 5× $5, or $25. Any other price leads of course
to lower profits. And finally, suppose that M does not initially participate in
Market B.

To reach this monopoly profit of $25, M could contract with one of the B
suppliers to provide five units of its input at a price of $5 per unit. However, once
M collected the $25, it would now find it profitable to supply additional units to
the second B supplier. Indeed, even if this second firm, called B2, observed the
first transaction and knows that the original five units are already available, it is
still willing to purchase two additional units at a price of $3.7
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Note that this process is analogous to Type II price discrimination, although
here the demand is not that of a single consumer. M sells five units at $5 each to
B1 and two units at $3 each to B2. Total revenues (profits) are now $31, and total
quantity is seven units. As is well known, profits and quantities are higher than
under a single price regime. Furthermore, having followed this course of action,
M will then turn to any third B producer, who would now be willing to purchase
an additional unit at a price of $2, and so on.

When supplying the essential input to new producers, M exerts a negative
externality on those who had previously purchased its product, because the earlier
sales have the effect of intensifying competition in the downstream market. The
fact that M has already sold some number of units at a high price means that it is
now willing to sell additional units at a lower price. Its original purchases place
the original buyer at a disadvantage as compared with firms who have not yet
purchased the input. In effect, M expropriates the original buyer’s profits.

To be sure, this effect is anticipated at the outset by all prospective buyers,
which include all firms in Market B, so that none is now willing to pay more than
$1 per unit of A. In that case, total profits became 9× $1, or $9. With a continuous
demand curve, M’s profits are even smaller, and converge to zero as the number
of firms in Market B becomes large.

This example emphasizes the tenuous nature of monopoly returns whenever
buyers recognize that sellers have an incentive to behave opportunistically. In
those circumstances, buyers can play on these incentives, and in effect become
opportunistic on their own part. Such conduct is likely whenever there are prospects
available for secret contracts or renegotiations. As a result,firmswithmarket power
are necessarily concerned with prospects for bargaining behavior on the part of
their customers; and their actions are colored by this concern.

A common strategy to confront this problem is to develop a reputation that
its prices are fixed and will not be altered despite prospects for short-term gains.
Where that strategy is feasible, and a credible reputation for such conduct can
be developed, most sellers will adopt this policy. On the other hand, where the
development of this strategy is difficult, a strategy of foreclosure becomes a likely
alternative.

To reconcile this use of foreclosure with the earlier Chicago critique, we
emphasize circumstances where an upstream monopolist cannot fully exploit
its monopoly position without engaging in exclusionary practices. That result is
broadly acknowledged in the specific contexts of patent licensing and franchising.
Thus, a patent holder receives substantial profits from his invention only if he can
commit himself not to behave opportunistically, by not flooding the market with
licenses, since intense downstream competition would destroy the profitability
of his original licenses. Therefore, a patent holder will generally agree to limit



452 WILLIAM S. COMANOR AND PATRICK REY

the number of licenses. However, there is again a commitment problem: once he
has granted some licenses, it is profitable to provide additional ones that generate
additional profits even as they depreciate the value of the earlier licenses. While
expropriation is ex post profitable for the licensor, it reduces his ex ante profits.

Similar results apply to franchising. Franchisees are unlikely to pay much
to franchisors without a guarantee that new rivals will not be created on their
doorsteps.

3.3.2. A Formal Analysis
The licensing and franchising examples involve binary decisions for input transfer:
to grant or not a patent license or franchising agreement. However, the commitment
problem raised in those cases is more general. It extends as well to situations
where downstream firms purchase variable amounts of an essential input from an
upstream monopolist.

To see this result, consider the earlier structure. The upstream monopolist M
supplies its essential input at marginal cost, c, to two undifferentiated downstream
firms, B1 and B2; where the final goods market is characterized by a decreasing,
concave, inverse demand functionp = P(q). The interaction between the firms is
modeled as follows:

� Stage 1: M offers each Bi a tariff Ti; Bi then orders a quantity of intermediate
product,qi, and paysTi(qi) accordingly.

� Stage 2: B1 and B2 transform the intermediate product into the final good, observe
each other’s output and set their prices for the final good.

This reflects a situation where M has all of the bargaining power. It makes take-it-
or-leave-it offers to the downstream firms, and extracts all of their expected profits.
In addition, the upstream supplier produces to order before the final consumers
formulate their demands. Downstream firms thereby face a supply constraint
when they market the final product.8 Given the quantitiesq1 andq2 purchased
in the first stage, the downstream firms at the second stage play a standard
Bertrand-Edgeworth game of price competition with capacity constraints. Since
transformation costs are assumed to be relatively low, each downstream firm sells
its capacity outputqi, at the market price, and receives revenues ofP(q1 + q2)qi .

9

If the tariffs offered by M are observed by both downstream firms, as in the case
of public contracts, M can fully exert its monopoly power and receive the entire
monopoly profit. For example, it can supply each firm with half of the monopoly
quantity,qM/2, at the monopoly price,pM . The downstream firms will accept this
offer and together sell the monopoly quantity at the monopoly price. They assume
correctly that the public nature of their contracts strengthens their enforceability,
and have confidence that M will not expand output beyond the agreed-upon levels.
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In a world of public contracts, there is little need for foreclosure. The upstream
monopolist can exploit all of its monopoly gains without excluding any of its
customers.

Offering those contracts, however, is not credible where contracts are secret,
or can be privately renegotiated. In that case, the credibility of the original offer
changes. Each Bi observes the contract it is offered but not the contract offered
to Bj . If M and B2 agree to contract for half of the monopoly quantity, M and
B1 then have an incentive to agree secretly to a quantityq1 that maximizes their
joint profits:

q1 = arg maxq

[
P

(
qM

2
+ q

)
− c

]
q = RC

(
qM

2

)
>
qM

2
,

whereRC denotes the standard Cournot reaction function. Hence, M now has
an incentive to convince B1 to buy more thanqM/2. Anticipating this result, B2
would refuse the monopolist’s offer.

Where secret contracts are possible, the temptation described above creates
credibility problems. Equilibrium contracts depend on how downstream firms react
to the seller’s offers, which in turn depend on their beliefs about offers made to
their rivals. It is plausible to assume that, when a firm receives such an offer, it
does not revise its beliefs about offers made to its rivals. Secrecy, together with
upstream production on order, implies that for the upstream monopolist, B1 and
B2 comprise two separate markets, even though B1 and B2 themselves perceive
a strong interdependency. Thus, the upstream monopolist has little incentive to
change his offer to Bj when it alters Bi ’s contract. Such conjectures are called
passive, or market-by-market conjectures.10

Under passive conjectures, Bi , regardless of the offer received from M, expects
Bj to produce the candidate equilibrium quantity,qj, and is thus willing to pay up
toP(q+ qj )q for any given quantity,q. Having the entire bargaining power, M then
offers to supplyqi so as to maximize joint profits from their bilateral relationship,
which is:

qi = arg maxq[P(q+ qj )q− c]q = RC(qj ).

As a result, under passive conjectures, the equilibrium is unique and characterized
by Cournot quantities, prices and profits. This insight, due originally toHart and
Tirole (1990)and further examined byMcAfee and Schwartz (1994), highlights
the commitment problem faced by the upstream supplier. Even though it has a
monopoly position, its inability to commit itself credibly creates the prospect of
opportunistic behavior first by itself and then by its customers, which actually
prevents it from achieving the monopoly returns resulting from its position.
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Moreover, the loss of monopoly power that is associated with this credibility
problem, becomes more severe as the downstream market becomes more
competitive.11 This result has two implications. First, the upstream monopolist’s
profit grows smaller as the number of downstream firms increases.” And second,
for a given number of downstream firms, the upstream profit is smaller, the more
substitutable are the downstream units.

The upstream seller has a major commitment problem: once he has contracted
with a downstream firm for access to his essential input, he has an incentive to
provide access to other buyers as well, even though those firms compete with
the original one and would reduce its profits. As in the case of licensing or
franchising, these prospects for opportunistic behavior reduce the upstream firm’s
profits, since its downstream customers are then not willing to pay as much for a
given quantity.

This commitment problem is similar to that faced by a durable-good monopolist.
As emphasized inCoase (1972), that type of monopolist may not be able to maintain
monopoly prices because it “creates its own competition.” By selling more of the
durable good at later dates, it depreciates the value of units sold earlier. As a
result, the prospect of further sales makes early buyers wary of expropriation, and
therefore more reluctant to purchase the firm’s product.

The analogy with the durable goods model also extends to the means that can
be used to reinforce its monopoly power. First, a monopolist can attempt vertical
integration, which removes the risk of opportunistic behavior. A vertically inte-
grated monopolist no longer has an incentive to “free-ride” on its own subsidiary,
and will thereby not supply its downstream competitors. In effect, the upstream
division internalizes the negative externality imposed on the downstream division
when selling to independent suppliers.

The same result applies to exclusive dealing, which provides a contractual solu-
tion to the commitment problem. The point here is that exclusive dealing eliminates
downstream competitors by limiting the essential input to a favored buyer. Even
where the upstream monopolist cannot unilaterally commit to refrain from selling
more to other buyers, it may be able to contractually refuse to sell anything to such
firms. This explanation applies when exclusive dealing arrangements are more
public, and thereby more enforceable, as compared with contracts that concern the
quantities of product to be exchanged.

An industry-wide retail price floor would also solve the upstream monopolist’s
problem. M has no incentive to “flood the market” if downstream firms cannot sell
below the monopoly price. Interestingly,O’Brien and Shaffer (1992)show that
bilateral price ceilings may also eliminate the risk of opportunism. The idea here
is that an upstream monopolist can then squeeze downstream margins, thereby
eliminating its temptation to free ride on downstream firms.
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Finally, a monopolist can seek to develop a reputation for not acting oppor-
tunistically. For example, it can grant a de facto exclusive contract to a buyer, and
refrain from supplying its competitors, even though it has no formal obligation to
do so. The monopolist can also maintain a no-discrimination rule under which it
sells at the same monopoly price to all downstream customers.12

Even when it is possible for dominant firms to engage in anti-competitive
foreclosure in a downstream market, it is not always a rational strategy to follow.
In some circumstances, an upstream monopolist can benefit more from a varied
distribution system that improves the attractiveness of its product to final con-
sumers. In that case, consumers may become willing to pay more for the product,
allowing the upstream monopolist to extract more rent for its input. This result is
particularly likely when a monopolist can fully exploit its position and has less fear
that its customers will respond to its own incentives for opportunistic behavior.
On the other hand, where the upstream monopolist is not able to exploit fully its
market power in its home market, foreclosure can become a profitable strategy.

4. IMPLICATIONS FOR ANTITRUST POLICY

The analysis above has three broad implications for antitrust policy. First, when
the risk of opportunistic behavior is substantial, the owner of the essential input
has an incentive to limit competition among customers in the downstream market
– not to export or leverage its market power but rather to exploit more completely
the prospective returns from its existing market power. Foreclosure then becomes a
profitable strategy, which leads directly to enhanced market shares for the affiliated
firms and lower shares for all others.

In many situations, however, an integrated monopolist will not refuse to supply
non-affiliated customers as much as to limit their access to the input. If, for example,
independent downstream producers offer a higher quality or a lower cost product
than that of its own division, or more generally, if they offer differentiated products,
foreclosure can be costly because it limits the effective price at which the upstream
product can be sold.

Furthermore, the original monopolist may face a competitive threat. If, for
example, inferior producers of the input are ready to supply it to independent
downstream producers, and buyers are originally unable to discern any differ-
ences, both profit maximization and social welfare considerations require that the
original firm supply the input. In that case also, the upstream monopolist restricts
but does not completely foreclose access to its input by independent producers.13

Second, it matters whether the more competitive of the two markets lies upstream
or downstream. The risk of opportunism disappears when the essential input is
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produced downstream. In that case, the monopolist would enjoy both a monopsony
and monopoly position, and would dictate all terms in the industry. It would charge
the monopoly price to final customers.

Third, nondiscrimination laws may have the perverse effect of restoring the
more complete exercise of monopoly power. While it may be tempting to impose
rules that require an upstream monopolist to provide all downstream competitors
with the same prices and conditions of sale, such requirements could lead to higher
average prices and a more complete exercise of monopoly power. These provisions
would benefit the upstream monopolist by forcing it to sell any further units of
its product at the same high price as the initial ones. They would help this firm to
commit not to expand the market. In effect, nondiscrimination lawseliminatethe
risk of opportunism and restore an upstream monopolist’s ability to exert fully its
market power.

5. CONCLUDING COMMENTS

In recent years, antitrust officials have recognized that vertical arrangements can
cause competitive harm through two routes: first, they can facilitate collusion
among rivals,14 and second, they can raise competitors’ costs and thereby
create barriers to entry or expansion.15 In this paper, we identify a third and
separate pathway. Whether through vertical integration or by imposing vertical
arrangements such as exclusive dealing arrangements, upstream monopolists can
defend their original positions. They can employ vertical arrangements to exploit
more fully any monopoly power that has already been attained.

On this basis as well, vertical arrangements can have substantial anti-competitive
effects. Those prospects must of course be balanced against any efficiency gains
that might result. An effective antitrust policy turns on both sets of considerations.

NOTES

1. SeeMachlup and Tabor (1960).
2. See for exampleVernon and Graham (1971), Warren-Boulton (1974), Westfield

(1981), Waterson (1982). However, textbook examples sometimes show that total surplus
increases with vertical integration even as consumer surplus declines. SeeCarlton and
Perloff (1994, p. 518).

3. See also our prior paper on this subject:Comanor and Rey (2000).
4. See alsoCarlton and Waldman (2000); andChoi and Stefanadis (2001).
5. If downstream costs were not normalized to zero, they should be subtracted from the

relevant wholesale price.
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6. This example is borrowed fromRey, Tirole and Seabright (2001).
7. In this limited example, B2 is indifferent between purchasing two units at $3 and three

units at $2. Of course, with positive marginal costs, it would prefer the former alternative.
8. The capacity constraint is endogenous to the model in that it reflects how much input

the downstream competitors have already purchased.
9. SeeTirole (1988, Chap. 5), for more detail.
10. This market separability disappears when downstream competition is not of the

Cournot type. Then it is plausible to assume that on receiving an uncertain offer, each
downstream firm anticipates that M offers to its rival the contract that is best, given its own
offer. These conjectures, calledwary beliefsbyMcAfee and Schwartz (1994), coincide with
passive conjectures in the case of Cournot competition, but differ from passive conjectures
when downstream firms compete in a Bertrand fashion. SeeRey and Verǵe (2002).

11. For example,Rey and Verǵe (2002)show that M receives less profit when downstream
competition resembles Bertrand rather than Cournot competition under either passive or
wary conjectures.

12. M may find it easier to develop a reputation for abiding by a de facto exclusive
arrangement, since supplying a competitor is more readily observable than individual tariffs.

13. For more details, seeHart and Tirole (1990), and Rey and Tirole (1997). Note
that vertical integration is then more efficient than alternative foreclosure means such as
exclusive dealing. Exclusive dealing does not enable the original firm to supply several
downstream firms and would thus completely foreclose efficient downstream producers
and reduce consumer choice. In contrast, vertical integration allows this firm to supply
non-affiliates while favoring the affiliate.

14. Jullien and Rey (2002), show that resale price maintenance facilitates inter-brand
collusion by ensuring more uniform retail prices, thereby facilitating the detection of devi-
ations from a collusive agreement.

15. Pitofsky (1997).
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APPROACH TO ANALYZING
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ABSTRACT

We propose amethod for analyzing mergers that uses product characteristics
to identify products that compete with each other. Products that compete
with one another are termed competitive-neighbors. This method does not
require aggregation or complicated econometric modeling and is based on
sound economic theory. The treatment emphasizes the difference between
characteristics that are differentiated by their level of quality (vertical
differentiation) and characteristics for which tastes differ across consumers
(horizontal differentiation).

1. INTRODUCTION

A merger between companies with competing products may significantly lessen
competition and increase prices. Thus, one of the main goals in the analysis of
mergers is to identify which products significantly compete with one another. This
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is the purpose of “market definition” in merger analysis. To this end, economic
analysis has proven to be a useful complement to legal analysis, especially since
the 1984 FTC/DOJ Horizontal Merger Guidelines defined an economic basis for
market definition utilizing a hypothetical 5% price increase and the “smallest
market principle.” Recently, since the publication of Hausman et al. (1994) and with
the availability of electronic scanner sales data, markets are often defined based
on the own- and cross-elasticity matrix estimated for a system of differentiated
product demands and what Werden (1996) calls “back-end simulation.” Within
each provisional market, the profitability of perfect collusion among all suppliers
can be simulated under some circumstances, which permits implementation of
the Guidelines market definition exercise. Traditionally, concentration of sales is
computed for the smallest such market, and the Herfindahl-Hirschman Index (HHI)
and the change in HHI associated with merger are viewed as indicators of the
likelihood of collusion. With empirical elasticities, the analyst can dispense with
market definition and simply determine whether a hypothetical collusive group of
suppliers could profitably raise price significantly. Alternatively, the analyst might
focus on the likelihood and magnitude of an adverse unilateral effect from the
merger. In this context, too, definition of the smallest market is often ignored.

Obtaining the matrix of elasticities for the demand system with n differentiated
products usually requires statistical estimation of n× n own and cross elastic-
ities. This problem is subject to “the curse of dimensionality.” In many types
of branded products, there are several hundred specific items (Universal Product
Codes (UPCs)); even with today’s computing power, estimation of such a system
is formidable. Of course, some aggregation or representation is reasonable – e.g.
the particular vegetable ingredients in a four-ounce jar of baby food are likely to
be immaterial in an antitrust assessment of the Heinz/Beech Nut merger proposed
in 2000. (See Varian, 1992 for a discussion of such issues.) Even with “only”
fifty products, the estimation problem is not simple, however. Restrictions from
consumer theory present one important basis for reducing the dimensionality of
the estimation problem. For example, symmetry of share-adjusted cross elastici-
ties eliminates n(n− 1)/2 of the parameters to be estimated. Statistical tests of the
restrictions implied by economic theory, however, often result in rejection of these
same restrictions.1 Yet drawing inferences from models which are at odds with
neoclassical consumer theory would seem to open up such analysis to obvious
criticism.

One approach to dealing with these problems is to estimate a demand system
that accounts for product differentiation in a parsimonious but restrictive way. The
discrete-choice approach to demand estimation is an example. Recent advances
in the estimation of these models has allowed one to relax some of the more
troublesome restrictions that accompany the simplest discrete-choice models (see
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e.g. Berry et al., 1995), but these new methods remain computationally intensive
and, given the tight time tables surrounding much merger analysis, these methods
are often too time-consuming to implement. These issues serve as motivation
for the current paper where we propose an alternative method of identifying
which products compete with one another. Its origins are found in Lancaster
(1966) who recognized that goods are not consumed for themselves, but rather
for the characteristics they possess. This approach is detailed in Anderson et al.
(1992) in a section entitled “The Address Approach.” By the term “address”
the authors allude to the goods’ vector of characteristics; this vector determines
the location of the goods.2 Levinsohn and Feenstra (1990) make an important
contribution to this literature by proposing a structural economic model that
permits the identification of competing differentiated products. This paper is
based on their analysis and develops the notion of competitive-neighbors for use
in merger analysis.3 This approach can assist in reducing the number of elasticities
to be estimated by a priori assigning zeroes to some elements of the demand
elasticity matrix.4

Section 2 overviews the competitive-neighbors approach in a heuristic way.
Section 3 provides a more exact and mathematical approach to the problem.
Section 4 studies the relevance of the competitive-neighbors exercise to merger
analysis. Section 5 points to potential areas of further research and briefly
concludes.

2. OVERVIEW

Unlike typical econometric demand estimation, the competitive-neighbors ap-
proach makes no assumptions involving aggregation across consumers or products.
Aggregation across products, necessary in most demand estimation exercises,5 is
discussed by Lancaster (1966, p. 134):

It is clear that only by moving to multiple characteristics can we incorporate many of the
intrinsic qualities of individual goods. Consider the choice between a gray Chevrolet and a red
Chevrolet. On ordinary theory these are either the same commodity (ignoring what may be a
relevant aspect of the choice situation) or different commodities (in which case there is no a
priori presumption that they are close substitutes).

The competitive-neighbors approach is obliged to draw no arbitrary demarcations
between such goods, as it is the characteristics of the goods which are analyzed.
Put another way, the competitive-neighbors approach states up-front which product
attributes constitute a product (itself a decision that has an arbitrary element), but
then does not impose any aggregation across products.
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Aggregation across consumers is also not a part of the competitive-neighbors
approach, as the current approach does not assume a representative consumer.
At the heart of the competitive-neighbors approach is a class of utility functions
which is imposed on consumers. In Levinsohn and Feenstra (1990) a constant
elasticity of substitution(CES) utility function is used. The current paper argues
that the CES utility function is only appropriate for characteristics that are
vertically differentiated (the level of quality differs). For characteristics that are
horizontally differentiated (characteristics for which different consumers have
varying tastes), the current paper proposes another class of utility functions.
Utility functions in this class are termed quadratic. Both of these classes of utility
functions explicitly allow for consumer heterogeneity by letting consumers have
different “tastes” for certain attributes. For instance a quadratic utility function is
written as −∑

i(xi − �i )2. Here the summation is over the characteristics in the
analysis, the xi represent characteristics of a particular good, and the �i represent
the “taste” of a particular consumer for characteristic i. It is important to appreciate
that different consumers are modelled as having different �. In this example, utility
is maximized by a good such that xi = �i for all i (note the minus sign preceding
the summation).

Since the distinction between horizontal and vertical differentiation is a major
point of the current paper, it is worth discussion here. Very broadly, vertical
differentiation can be thought of as differentiation in the level of quality and
horizontal differentiation can be thought of as differentiation based on consumers’
idiosyncratic tastes. Consider the example of milk. Whereas all consumers prefer
milk with a longer shelf life (i.e. shelf life is a measure of quality, or vertical
differentiation), some consumers prefer whole milk over skim milk and vice-versa
(i.e. milk fat is a measure of horizontal differentiation). Key to appreciating the
differences is consumer heterogeneity. Vertical differentiation requires no dif-
ferences in consumer preferences (everyone appreciates higher quality), whereas
horizontal differentiation does require differences in consumer preferences. The
classic example of horizontal differentiation is due to Hotelling who studied how
two stores selling identical goods but located at opposite ends of a road set prices
for consumers living along the road. In this instance, identical goods from different
stores are horizontally differentiated because consumers have heterogeneous
distances to any store.

If all goods had identical prices, the analysis could stop here, as consumers would
patronize the product which lies closest to them in this “characteristics space.”
But of course price is an important factor in consumption decisions as goods
are generally priced differently. The competitive-neighbors analysis assumes
that consumers choose goods which maximize a measure of utility net of price.
For CES utility, consumers maximize utility less price. For quadratic utility,
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consumers maximize utility per dollar. The reasons for this distinction are detailed
in Section 3; however, it suffices for the time being to note that each of these
methods has consumers maximizing a measure of “surplus.” Assuming that
consumers maximize a measure of surplus is essential to the analysis as it permits
the researcher to replace unobservable variables with estimable variables. More
precisely, a first-order condition allows the researcher to establish a relation
between the (unobservable) taste parameters (the �) and (estimable) parameters
from a hedonic price regression.6 This is an important part of the more technical
section in Section 3.

The hedonic price regression alluded to above is a first step in the analysis.
Very simply, it takes prices of all the products in question and regresses them
on characteristics. The estimated parameters are measures of how characteristics
affect price. For example, Levinsohn and Feenstra (1990) find that the price of
automobiles increases with horsepower. In the competitive-neighbors approach,
this implies that horsepower is an important characteristic to consumers and an
important characteristic when analyzing competition. Intuitively, this follows
because if there were a price difference and consumers cared little for horsepower,
the higher priced variant would not be demanded. To explore this idea further,
consider Lancaster’s (1966) example of automobile color, and suppose that the
estimated coefficient on some variable reflecting color is very close to zero.
In other words, color does not affect price. Here, color is not a characteristic
important to the analysis of competition butmay still be an important character-
istic for consumers. All cars may be available in a variety of colors for roughly
identical prices so consumers can obtain their most preferred color at no cost.
Since painting a car red or gray may cost the same, competition in the automobile
industry drives producers to offer cars in a variety of colors at similar prices so
that color is never an obstacle to buying a particular automobile model.

Traditional hypothesis testing is unavailable for the neighbors analysis.7 Instead,
the robustness of the implications of the approach must be verified through the use
of sensitivity analysis. In this case, sensitivity analysis is best understood as an
approach to see how sensitive the sets of competitiveneighbors are to changes in
underlying assumptions. As an example, consider the choice of characteristics.
While there is no rigorous method for finding a set of characteristics that should
be included,8 a robust result must be resistant to reasonable changes in the set of
characteristics. As another example consider the two utility functions discussed
here: the CES and quadratic. Both utility functions permit an infinite number of
variations.9 Once again, a robust result must be resistant to reasonable changes in
the underlying utility functions.

The assumed utility function along with the hedonic price regression are the
backbones of the competitive-neighbors approach. Two products, A and B, are
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competitive-neighbors whenever there are consumers who, originally buying good
A, would purchase goodBdue to a small increase in the price ofA (or, equivalently,
a small decrease in the price of B). There are many examples that illustrate this
definition. Consider the case of a customer who purchases skim milk by the gallon.
It would probably be unlikely for this consumer to begin purchasing whole milk
by the pint due to a small increase in the price of gallon skim milk. Instead, it
probably is more realistic that the consumer may change to buying milk with 1/2%
fat by the gallon. In this case, 1/2% milk fat and skim milk in gallon formats are
competitiveneighbors; skim gallon milk and whole pint milk are not.

3. TECHNIQUE

The technique for identifying competitive-neighbors is based upon Levinsohn and
Feenstra (1990). Their key insight is that the (unobservable) utility function can
be parameterized through an (estimable) hedonic price regression.

Section 3.1 describes the hedonic regression and introduces some notation.
Section 3.2 studies how to model consumer preferences. Section 3.3 defines
competitive-neighbors in this context and shows how the results of the preced-
ing subsections are applied.

3.1. Hedonic Regression and Notation

The first step in a competitive-neighbors analysis is to identify a set of character-
istics that explain price. The set of characteristics of a product will be denoted by
the k-element vector X. The price of a product (a scalar) will be denoted by P. The
hedonic price equation is as follows:

lnP = � + �′X+ �. (1)

Here � is assumed to be a stochastic component which need not necessarily be
normally distributed. The k-element vector � is to be estimated as is the constant
term �. The log-linear functional form is commonly used in the literature. It is
convenient to define P(X) as the fitted values of P from estimation of (1).

Levinsohn and Feenstra (1990) studied automobiles and used three continuous
and four binary characteristics. The three continuous characteristics were weight,
engine torque, and (the inverse of) vehicle height. The four binary characteristics
were: fuel injection, air conditioning, power steering, and foreign origin.
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3.2. Consumer Preferences

The second step in a competitive-neighbors analysis is to study how consumers
make choices. Unlike an econometric demand-estimation approach there is no
representative consumer in a competitive-neighbors analysis. Instead, consumers
are differentiated based on their differing “tastes” for certain attributes. These
tastes are captured by the k-element vector �. Levinsohn and Feenstra (1990) used
a constant elasticity of substitution (CES) utility function so that utility to consumer
� on consuming a product with characteristics X ≥ 0 is:

U(X; �) =
k∑

i=1

�i

�
(xδi − 1) (2)

Here � ≤ 1 measures the elasticity of substitution between characteristics. This
parameter must be chosen by the researcher and robustness to changes must be
checked.

Given utility and price, Levinsohn and Feenstra (1990) propose that consumers
choose a good which maximizes surplus. Surplus is defined simply as utility minus
price. Thus, a consumer characterized by a taste vector � maximizes:

S(X; �) = U(X; �) − P(X). (3)

This approach is not yet operational as it requires that preferences, the �, be observ-
able. Our immediate goal, therefore, is to work around this constraint. Fortunately
a fairly straightforward “trick” can be used to infer the preference parameters of
important consumers from the hedonic price estimation.

Let attention be restricted to an arbitrary consumer characterized by preference
vector �. Define X∗ as the product that this consumer prefers above all other
products given the prices of the product offerings – in other words, define X∗ to
maximize (3). To anticipate somewhat, there may be no product available that
equals X∗ exactly. That is, consumers may have to settle for an aquamarine blue
instead of a turquoise blue. More on the consumer’s actual choice is provided
below. The trick involves recognizing that when (3) is maximized at X∗ a first-
order condition can be exploited.

The first-order condition can be written as:

∂U(X∗; �)

∂xi
= ∂P(X∗)

∂xi
for all i , (4)

or in the case of CES utility:

�i (X
∗
i )

�−1 = �i P(X∗).
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It is hard to overstate the importance of this equation as it permits indirect
estimation of the parameters in the (unobservable) utility function. Normally, the
marginal conditions are solved for the X∗ in terms of the � and � parameters. In
contrast, here we solve for � in terms of � and X∗. The � is determined from the
estimation of the hedonic function andX∗ is found by a search over all products, as
explained below.

For certain functional forms of utility we can find a closed-form solution for
�. In the case of constant elasticity of substitution utility, � can be written in the
following way:

�i = (x∗i )
1−��i exp{� + �′X∗}. (5)

Substituting (5) into (3), this relation allows writing surplus (with some abuse of
notation) as S(X; X∗), so that surplus is now solely a function of observable and
estimable variables.

Consider the surplus stemming from the CES utility function in more depth.
The marginal utility of characteristic i − �i x

�−1
i – is positive and monotonic, be-

cause the sign of �i is the same as the sign of �i (recall Eq. (5)). To illustrate,
consider the example of milk with two characteristics: fat content and package
size. Suppose that the coefficient (the �) on fat content is positive (the higher
the fat content the higher the price) and the coefficient on package size is negative
(the price of milk per ounce decreases in format size). This implies that utility is
increasing in fat and decreasing in package size for every consumer. This is clearly
an incorrect way to model milk consumers as certain consumers obviously prefer
low-fat milk and others prefer the convenience of large formats.

The above argument shows why the CES utility function may be appropriate
for goods whose characteristics are verticallydifferentiated (their level of quality
differs represented by e.g. horsepower or air conditioning in automobiles).
However, as was argued above, there may be other cases of interest where
characteristics are horizontallydifferentiated (e.g. our milk example.) A utility
function that permits horizontal differentiation is the quadratic utility function.
For a consumer characterized by taste vector �, who consumes a product with
characteristics X, utility is given by:

U(X; �) = −
k∑

i=1

(xi − �i )
2. (6)

Inspection of (6) reveals that in the direction of a given characteristic, xi, utility
is peaked. Specifically, for xi equal to �i , utility is highest (recall the minus sign);
for xi on either side of �i , utility is lower. Thus, the quadratic utility function
allows for horizontal differentiation. As a concrete example, consider the example
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of milk fat again. Suppose that a consumer’s milk fat parameter is equal to one
(1% milk fat). Utility is therefore increasingin milk fat up to 1%, after which
it is decreasingin milk fat. CES utility given by (2) would have utility always
increasing or decreasing depending on the estimated parameter multiplying milk
fat in the hedonic price regression.

One of the attractions of using the CES utility function is that it is both inde-
pendent of the scale of measure of characteristics, and invariant to positive affine
transformations of utility.10 In words, the solution to the surplus maximization
problem when utility is multiplied by an arbitrary (positive) constant is unaffected.
Independence of the scale of measure of characteristics is detailed in Levinsohn
and Feenstra (1990). Unfortunately, neither of these properties carries over to
the case when utility is quadratic.11 This means that utility must be cardinal in
nature – a concept with which economists are uncomfortable. Said differently,
when quadratic utility is multiplied by a positive constant, a different set of
competitive-neighbors results.

If the consumer’s problem is slightly changed, this problem can be solved (albeit
at a slightly greater computational cost). Instead of having consumers maximize
surplus, suppose consumers maximize utility per dollar:12

−∑
i (xi − �i )2

exp{� + �′X}
In the case of quadratic utility, this leads to the following system of first-order
conditions:

−2(x∗
1 − �1) + �1

∑
j(x∗

j − �j)2 = 0

−2(x∗
2 − �2) + �2

∑
j(x∗

j − �j)2 = 0

...

−2(x∗
i − �i) + �i

∑
j(x∗

j − �j)2 = 0

...

−2(x∗
k − �k) + �k

∑
j(x∗

j − �j)2 = 0

First, note that each �i appears in each and every equation. Moreover, no elemen-
tary solution exists for the � in this case, as it entails solving a system of knonlinear
equations. However, this system can be solved numerically by most software
packages.13 It is a straightforward exercise to verify that such a setup retains
the attractive properties of being independent of the scale of measurement of
characteristics as well as independent of positive affine transformations of utility.
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3.3. Definition of Competitive-Neighbors

Competitive neighbors are defined as in Levinsohn and Feenstra (1990). Intuitively,
two goods are competitive-neighbors if there exists at least one consumer who
ranks these goods equally and above all other goods.14 Stated formally:

Definition 1. Products Xi and Xj are competitive-neighbors, if and only if there
exists some consumer characterized by optimal product X∗, such that:

S(Xi ;X∗) = S(Xj ;X∗) ≥ S(Xl ;X∗) for all productsXl .

Here it is understood that the functionSdenotes surplus (utility minus price) when a
CES utility function is used, and utility per dollar when a quadratic utility function
is used. Recall that X∗ is the “ideal” product of a particular consumer. Of course
such an ideal product may not be offered, so the definition demands that goods
Xi and Xj be the consumer’s favorites among actual offerings. This definition can
be shown to be equivalent to finding a consumer who strictly prefers product i to
product j and prefers product j to any other product.

Levinsohn and Feenstra (1990) caution that this method may fail to recognize
certain competitive-neighbors if there are consumers “whose ideal product lies
outside the convex hull of all available products.” This situation is unlikely,
however, as (assuming ease of entry) firms could probably profitably fill this
niche. It is also worthwhile noting that the competitive-neighbors relation is
necessarily symmetric (if Xi is a competitive neighbor to Xj , then Xj is a
competitive neighbor to Xi). Transitivity, however, is not a property of the
competitive-neighbors’ relation.

This definition immediately suggests an algorithm which can be implemented
to identify competitive-neighbors. Suppose that there are n goods. The following
shows how to verify if goods 1 and 2 are competitive-neighbors.

� Find X∗ = �X1 + (1 − �)X2, such thatS(X1;X∗) = S(X2;X∗).
� Check if S(X1;X∗) > S(Xi ;X∗) for all i = 1, . . . ,n.

The first step presumes that there is at least one consumer for whom X∗ is his ideal
bundle. Thus, presumably, there is a larger number of consumers relative to the
number of products actually available. If the second step concludes that no other
product generates higher surplus (or utility per dollar) for a consumer with ideal
product X∗, then products one and two are competitive-neighbors. If there is at
least one other product yielding higher surplus, then products one and two are not
competitive-neighbors.

At the heart of this definition and algorithm is the idea that two products
are neighbors whenever there is at least some consumer who may change
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consumption patterns due to price changes between the two products. Thus a po-
tential application of a neighbors analysis is to impose restrictions on an elasticity
matrix resulting from estimation of a demand system. Such a restriction would
take the form of restricting (potentially many) cross elasticities to equal zero.

4. APPLICATION TO MERGER ANALYSIS

The 1992 Horizontal Merger Guidelines(U.S. Dept. of Justice and Federal Trade
Commission, 1992) use the Herfindahl-Hirschman Index (HHI) to provide a
general standard as to when a merger may have adverse competitive effects.
Neither the merger simulation approach nor the competitive-neighbors approach
are treated in the Guidelines. Thus, the results of both of these approaches are
subject to subjective interpretation. This section indicates how results from the
competitive-neighbors approach may inform antitrust concerns.

As a first step, consider the following example. Suppose, there are 100 products
in a market where both firms A and B produce 10 products each. Firms A and B
propose to merge. The results of the competitive-neighbors analysis shows that
firms A and B have two products which are competitiveneighbors. Based on this
information, can we say that the merger may have adverse competitive effects?
Unfortunately, the answer is unclear as the competitive-neighbors analysis
provides no indication of the strength of competitive interactions (other than the
fact that eight of the products do not interact). However, such an analysis could
be combined with market share to estimate the potential for adverse compet-
itive effects. Additionally such information could be very useful in analyzing
divestiture scenarios.

A more thoughtful examination of the problem, however, leads to a larger
place for the competitive-neighbors approach. Consider the example of a class of
products sold both in grocery stores and in specialty stores. Possibly, regulatory
approval could depend on whether grocery stores and specialty stores are consid-
ered to be in the same market.15 The competitive-neighbors approach gives the
analyst the ability to treat the product X sold in grocery stores and specialty stores
as different products (by inclusion of a binary variable indicating point of sale in
the list of characteristics). Thus the competitive-neighbors approach can provide
valuable baseline information about competitive interaction between the two
points of sale.

In a similar vein, suppose that a class of products comes in more than one form
(sedans, pickups and SUVs, for example). Once again, regulatory approval could
depend on the degree that consumers view these forms as substitutes. In this case,
the competitive-neighbors analysis could be used in conjunction with traditional
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demand estimation and other forms of evidence to shed light on the substitutability
between different forms.

Estimating an econometric model without imposing true restrictions is
inefficient.16 While the competitive-neighbors approach does not indicate the
relative “strengths” of interactions, it does provide testable restrictions useful
in demand estimation.17 For example, consider the very simple case of a three
product market.18 Suppose that product A neighbors only product B, and product
C neighbors only product B. The following matrix captures these interactions:




1 1 0

1 1 1

0 1 1




Here, a “1” denotes interaction between products, and “0” denotes no interaction
between products. Applied to demand estimation (estimation of an elasticity
matrix), this means that the elasticities corresponding to the zero entries should
be restricted to be zero. In this case, the competitive-neighbors analysis could be
used to improve traditional demand estimation.

This latter example illustrates how the competitive-neighbors approach is
similar to the multi-stage budgeting approach popular in the estimation of demand
systems. The multi-stage budgeting approach relies on (perhaps arbitrary)
demarcations between classes of goods to facilitate the estimation procedure. For
example, consider estimating automobile demand over a number, S, of sedans,
a number, M, of minivans, and a number, T, of trucks. Standard estimation
of this system requires that there be S+M + T prices on the right-hand side of
the regression – a number that would greatly diminish the degrees of freedom.
The multi-stage budgeting approach can ameliorate this problem by demarcating
the automobile market into three classes: sedans, minivans and trucks. Estimation
is then carried out only within each class, thereby reducing the number of
right-hand-side variables significantly.19 The approach detailed in the preceding
paragraph also allows the researcher to be more parsimonious with degrees of
freedom. However, the competitive-neighbors approach to parsimonious use
of degrees of freedom is grounded in economic theory rather than subjective
demarcations of the product space.

5. CONCLUSION AND EXTENSIONS

This paper’s main purpose is to provide a better understanding of the approach
introduced by Levinsohn and Feenstra (1990) by showing how the functional form
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chosen for the class of utility function relates to horizontal as well as vertical
product differentiation. It is argued that the Constant Elasticity of Substitution
(CES) functional form employed by Levinsohn and Feenstra (1990) is appropriate
only if the products studied are vertically differentiated (the level of quality differs).
To study products that are horizontally differentiated, a quadratic utility function
is proposed that does not require utility to be cardinal. Many of the products
that are subjects of merger analysis appear to be better described as horizontally
differentiated. The competitive-neighbors approach appears to be useful in merger
analysis, and several applications are proposed.

Several questions remain open, however. Foremost among these questions
is how to carry out meaningful tests of hypotheses. Some formal hypothesis
testing is possible. For example, the hedonic regression is estimated using
standard regression methods and this yields standard errors around the estimated
coefficients. One could, for example, simulate how sensitive the choice of
neighbors is to random draws from the empirical distribution of the estimated
coefficients. Another question involves products with a mixture of horizontally
and vertically differentiated characteristics. While the CES and quadratic utility
functions work well with products either vertically or horizontally differentiated,
it is easy to imagine products with a mixture of these characteristics. Work on
these two issues should answer some valuable questions and stimulate further
interest in the competitive-neighbors approach in merger analysis.

NOTES

1. Christensen et al. (1975) and Deaton and Muellbauer (1980) are two classic papers
on the estimation of demand systems. They test some of the implications of demand theory
and find serious inconsistencies.

2. A related, though separate, literature is the subject of Berry (1994). This literature
uses a representative consumer approach and uses important information on the goods’
characteristics.

3. In a later paper, Feenstra and Levinsohn (1995) use a similar method to estimate
markups and select an appropriate equilibrium concept in the automobile industry. Though
related, this method requires some strong assumptions to be made about the density of
consumers in the product space. These assumptions are not imposed in their earlier work,
nor in this paper.

4. Unfortunately, the neighbors approach is insufficient to define relevant antitrust
markets fully. Products that do not compete directly (i.e. are not neighbors) may nonetheless
belong in the same market. This occurs when a product competes with another indirectly
through its direct competition with a competitor for the other. Consider the stylized
example of grocery stores on a highway with consumers “located” at points in between. If
the merging stores, A and C, are separated by a competing store, B, so that the two stores
do not compete directly (i.e. are not neighbors) they may still be in the same market. Such
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a competitive overlap between A and C results when the adjacent stores (A and B, or B
and C) combined cannot profitably raise price by 5% because of the competitive discipline
exerted byCon A viaC’s direct competition withB (or byAonCviaA’s direct competition
with B).

5. Aggregation across products is necessary since the datasets used in merger analysis
more often than not contain literally hundreds of different products. Even with the large
number of observations typical in such datasets, estimating a demand system with 200
goods is impractical at best and not well grounded in theory at worst.

6. Very loosely, a first-order condition states that when a function is maximized its
slope (derivative) must be equal to zero. For a more thorough description of first-
order conditions and their relation to the mathematics of optimization see e.g. Varian
(1992).

7. Section 5 briefly sketches how hypothesis testing may be carried out by future research.
8. An “unreasonable” change in the set of characteristics would be to exclude highly

significant variables from the set of characteristics. Levinsohn and Feenstra (1990) state
that it is important that the hedonic price regression “fit the data well.”

9. For example one could write the quadratic utility function more generally as
−∑

iai (xi − �i ) where the ai > 0 are imposed by the economist. The special case when
ai = a for all i corresponds to the utility function discussed briefly above. When the ai

differ, the interpretation is that certain characteristics are given more weight by consumers.
10. A positive affine transformation of a function f(x) is A+ Bf(x)where A and B are

both constants and B > 0.
11. In fact these two properties are equivalent. To see this let surplus be given by –

−∑
j(�xj − ��j )2 − exp{� + �′X}. Here � is related to the change in measurement of the

characteristics. Factoring out �, one obtains −�2∑
j(xj − �j )2 − exp{� + �′X}.

12. This approach could be criticized as it may yield strange results for products whose
prices vary considerably. Consider the following example: product i sells for one dollar and
gives a utility of two, product j sells for 50 dollars and gives a utility of 90. In defense of
this approach, it is highly unusual for similar consumer products to have such extremely
different prices.

13. The GAUSS programming language has a predefined function called eqsolve which
the authors have used.

14. An implication of this loose definition is that when two products are neighbors, the
cross-price elasticity between them is non-zero. Conversely, when there is no consumer
who ranks two particular goods above all others, these two products have a zero cross-price
elasticity.

15. For a variety of reasons the 5% antitrust market definition test may not be feasible.
For instance, data sets with weekly transactions do not typically include information on
specialty stores so a demand system cannot be estimated. Such detail is not necessary to
implement the test for competitive-neighbors. Only average prices and a description of
characteristics are necessary. Even if data were available on specialty stores the concerns
about econometric demand estimation detailed in the introduction persist.

16. An inefficient estimate is an estimate less precise than possible.
17. Thus, it is noteworthy that a “neighbors analysis” cannot substitute for demand anal-

ysis in market definition. This is because a neighbors analysis does not distinguish between
substantial competition and moderate competition, but instead between insignificant and
significant competition.
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18. Of course, the competitive-neighbors approach requires many more products than
three. This example is only meant to illustrate how information from a competitive neighbors
analysis can be used in demand estimation.

19. For a discussion of the theoretical underpinnings of such an analysis see Phlips’s
(1983) section on separable utility functions.
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1. INTRODUCTION

A fundamental principle of antitrust is that it is per se unlawful under the Sherman
Act for a manufacturer to agree with an actual or potential competitor not to
compete. There is some debate, however, as to whether such agreements by a
patent holder to induce an alleged infringer to refrain from competing are per se
illegal in the resolution of patent litigation. Many authors have noted that there are
public benefits from the settlement of litigation, and particularly, in the settlement
of complex patent litigation.1 Hence, there appears to be a tradeoff of the benefits
of settlement vs. the potential consumer welfare loss of continued monopoly. This
tradeoff appears particularly vexing since the foundation of patents is exactly to
provide the possibility of monopoly profits.

We here provide economic analysis showing that it is almost always anticom-
petitive for a patent holder to settle a patent dispute by a lump sum payment to
the alleged infringer in return for a stipulation as to patent validity. We also show
that there are little or no offsetting competitive benefits from such settlements.
Therefore, we conclude that such agreements should be treated just like any other
naked agreement to pay a potential competitor not to compete – they should be
judged per se illegal.2

In the first section of this paper, we derive the basic economic propositions that
guide our subsequent analysis. Most importantly, we find that a lump sum payment
by a patent holder to an alleged infringer to recognize patent validity is dominated
on an efficiency basis by a settlement that licenses or otherwise allows the alleged
infringer to enter the market. We therefore conclude that such lump sum payments
are anticompetitive and should be per se illegal. While our focus is on the extreme
form of such settlements in which the challenger does not enter as a consequence
of the settlement, we also find that per se illegality should apply to settlements
that are a mix of cash payments and licensing.3 We reach this conclusion after
showing that lump sum payments of any kind reduce economic welfare compared
to licenses except in the rarest of circumstances. Since there is no practical way to
identify the rare case in which the lump sum payment might be efficient, and since
allowing lump sum payments will likely perpetuate a monopoly, we conclude that
a general per se rule is appropriate.

In the second section, we consider possible increases in dynamic efficiency
from allowing lump sum payments which can increase the return to a patent holder
as compared to a licensing settlement. We suggest that Congress and the courts
have implicitly solved the inherent ambiguity of the static efficiency losses vs.
the dynamic efficiency gains from increased monopoly profits to patent holders
through a defined set of procedures and rules and that agreements not to compete
that include lump sum payments by a patent holder to an alleged infringer are of
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the type of agreements that extend the monopoly profit from patents beyond those
of the patent grant. We begin by reviewing the basic economic nature of patents.
We believe that a proper understanding of the longer run competitive impact of the
settlement of patent disputes has been hindered by an inadequate understanding
of the economic nature of a patent. We argue that such a misunderstanding of
the nature of a patent right lies behind prior analyses that favor a rule-of-reason
approach to lump sum settlement payments by the patent holder. We illustrate by
considering some of the specific arguments offered against a per se rule, focusing
on the possibility of “institutional failure” in which the courts or the parties make
“incorrect” decisions concerning patent validity.

2. THE ECONOMIC ANALYSIS OF LUMP SUM
SETTLEMENT PAYMENTS BY A PATENT HOLDER

Proper analysis of the potential anticompetitive effect of patent settlements re-
quires an understanding of the efficiencies (or inefficiencies) of the litigation and
patent settlements themselves. When litigation involves parties that do not compete
with each other, there is a long standing presumption that settlement is efficient.4

Patents can present a different case. Frequently, as in the case we are concerned
with here, parties in dispute over a patent are potential competitors absent the
settlement.5 Since the limitation of competition creates profit, the settlement of
a patent dispute between competitors can create private wealth at the expense of
social and consumer surplus. However, litigation is costly and it uses up valuable
economic resources. Hence, there appears to be a tradeoff between the costs of
litigation and the costs of continued monopoly. In order to analyze the apparent
tradeoff, a few basic principles concerning patent settlements will be useful.

2.1. Proposition 1: Settling Patent Litigation Can Be Efficient

This proposition is innocuous and easily seen. The simplest case to consider is
one in which the costs of the litigation exceed the social gains from the increased
competition. In that case, any settlement will be efficient since it is efficient to
have no litigation, independent of any change in consumer welfare. While the
proposition needs no clarification, we demonstrate the proposition with a simple
illustration subsequently carried forth in more complex situations below.

Consider the case presented in Table 1 in which there is a linear demand for
a patented good given by Q = K − P. To avoid extraneous symbols, we shall
deal with the case of K = 4 with Q = 4 − P.6 Assume no marginal costs of
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Table 1. Patent Settlement Variables and Example Values.

Variables General Specific

Demand Q= K − P Q= 4 − P
Cost of litigation CL 0.5
Probability of invalidity PROB 0.5

Monopolist price Pm 1/2 K 2
Monopolist quantity Qm 1/2 K 2
Monopolist profit �m 1/4 K∧2 4
Monopoly surplus Sm 1/4 K∧2 + 1/8 K∧2 = 3/16 K∧2 6

Price with entry Pe 1/4 K 1
Quantity with entry Qe 3/4 K 3
Profit with entry �e 3/16 K∧2 3
Surplus with entry Se 3/16 K∧2 + 9/32 K∧2 = 15/32 K∧2 7.5

Expected profit with litigation monopolist
(1−PROB) × �m + PROB ×

1/2 × �e − CL
(1 − PROB) × 1/4 K∧2 + PROB ×
1/2 × 3/16 K∧2 − CL = 1/4 K∧2 −
5/32 × PROB × K∧2 − CL

2.25

Entrant
PROB × 1/2 × �e − CL PROB × 1/2 × 3/16 × K∧2 − CL =

3/32 × PROB × K∧2 − CL
0.25

Expected surplus with litigation
(1 − PROB) × Sm + PROB ×
Se − 2 × CL

(1 − PROB) × 3/16 × K∧2 + PROB
× 15/32 × K∧2 − 2 × CL

5.75

Minimum license fee for Monop-
olist to settle Lmin

See Appendix 0.406

Maximum license fee for entrant
to settle Lmax

See Appendix 1.55

Surplus at Lmax See Appendix 6.42

production and only one relevant period of production.7 The monopolist patent
holder maximizes profit by setting an output Qm and a price Pm equal to 2 (i.e.
1/2 K), earning profit, �m, of 4 (i.e. 1/4 K2).

Assume a potential entrant has discovered how to make the patented good in
a way that may or may not infringe on what may or may not be a valid patent.
Assume also that if the second firm enters the market, the resulting duopoly
pricing solution, Pe, will be at a price one half between the monopoly price and
the entrant’s cost.8 Presuming the entrant also has no marginal costs, with entry
the price will fall to 1 (i.e. 1/2 × 1/2 × K) and output, Qe, will increase to 3.
The patent holder and the entrant will each earn profit with entry of 1.5.9 The
additional social surplus from the entry, Se, is equal to 1.5 in this case.10
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The patent holder can attempt to block the entry by enlisting the powers of the
court. Alternatively, the potential entrant can challenge the patent. Each party will
have some subjective belief as to the probability that the patent is not valid. We
begin with the case in which the parties have the same belief, given by PROB, some
value between 0 and 1.11 The entrant will challenge the patent (or defend the entry
attempt) as long as its share of the expected gain from entering, 1/2 �e, exceeds
the cost of litigation, which we label CL, and assume is equal for each party; that
is, the patent will be challenged if PROB × 1/2 �e > CL. The patent holder will
litigate to defend the patent as long as its expected gains from the litigation (the
probability of winning times the increased profits from winning) exceeds the cost
of litigation; that is, (1 − PROB) × (�m − 1/2�e) > CL.

There is an infinite set of pairs of probabilities of invalidity and litigation cost
for which the parties have the individual incentives to litigate even though the
cost of litigation exceeds the expected social gain from litigation. As a specific
example, consider a case in which the parties believe it is equally likely that the
patent is valid or invalid (PROB = 0.5), and in which the cost of litigation for
each party equals 0.5. The expected surplus from litigation is the probability that
the patent will be declared invalid multiplied by the additional surplus if invalid,
less the cost of the litigation. In the example, as expanded on in Table 1, the
surplus gain from litigation is (0.5 × 1.5) − (2 × 0.5), or −0.25.

The entrant would pursue litigation if the expected profit is positive, which it
is in this case.12 The patent holder would also litigate if the expected profit from
litigation exceeds that from allowing entry, and this condition also is satisfied in
the example.13 Therefore, this is a case in which both parties would be willing to
litigate even though the total cost of litigation, 1, exceeds the expected increase
in surplus of 0.75 resulting from litigation.14 Since society is better off under
the monopoly outcome than if litigation occurs, any settlement that avoids the
litigation must be efficient.

2.2. Proposition 2: With Equal Expectations as to Patent Validity, the
Profit-Maximizing Strategy is Always to Settle

When the parties agree as to the probability the patent is invalid, the combined
expected profits are (1 − PROB) × Pm ×Qm + PROB × Pe ×Qe − 2 × CL.15

This total expected profit is necessarily less than the potential profit from settling
the case, Pm ×Qm.16 In the example from Table 1, the monopoly profits are 4
and combined expected profits from litigation are 2.5. Therefore, there must be
some bargain that makes both parties better off. In particular, the reduction in
the monopolist’s expected profit from litigation will exceed the entrant’s expected
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profit from litigation.17 Hence, the monopolist would be willing to offer a lump
sum settlement sufficient to “purchase” the litigation rights from the entrant. In the
example, the monopolist loses 1.75 if he litigates, but has to offer 0.25 or greater
to get the entrant to settle.

2.3. Proposition 2A: The Profit-Maximizing Settlement Will Have
a Lump Sum Payment from the Monopolist to the Entrant to

Maintain the Monopoly Outcome

This proposition is obvious since the monopoly price is the profit-maximizing
price and a settlement which simply divides up the maximum available profits
will create the greatest possible gains to the settling parties. Any licensing-fee
arrangement will result in a reduction in the equilibrium price below the level of
monopoly-profit maximization and thereby reduce the parties’ combined profits.18

2.4. Proposition 3: With Equal Expectations as to Patent Validity,
the Welfare-Maximizing Settlement is a License

It is obvious that a combined lump sum licensing fee arrangement increases ef-
ficiency compared to a pure lump sum payment. Such an efficiency-increasing
settlement will always exist since part of the increased profits from settling can
be converted to greater consumer surplus gain via the lower prices that will result
from licensing. More importantly, there will always exist a pure licensing-fee set-
tlement that the parties will prefer to litigation, and such a settlement will provide
greater social surplus than that expected from litigation.

Consider a license fee of L. Given the assumed duopoly equilibrium, the
resulting price and quantity will be between the monopoly and entry solutions
with the price given by 1/2 × (Pm + L). We can also define a minimum licensing
fee, Lmin, which is the lowest fee the monopolist would accept rather than litigate.
In addition, there is a maximum licensing fee, Lmax, which is the highest fee the
entrant would accept rather than litigate. These fees are shown for the example
in Table 1. In the Appendix A, we show that Lmax is greater than Lmin. Therefore,
there will be a range of licensing fees between Lmin and Lmax that would result in
settlement. Of course, a licensing fee equal to Lmin would maximize efficiency.

A licensing fee settlement will always be preferred to litigation on a welfare
basis as long as the resulting social surplus exceeds that expected from litigation.
The lowest social surplus will occur at the highest licensing fee that will still result
in both parties preferring settlement. This licensing fee is Lmax. In Appendix B, we
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show that the surplus available at Lmax exceeds the expected surplus with litigation.
In essence, we show that the price with a licensing fee ofLmax is below the expected
price under litigation ([1 − PROB] × Pm + PROB × Pe). Therefore, a licensing-
fee settlement is efficient compared to either a lump sum settlement or litigation.

Finally, a pure licensing-fee settlement is superior, on an efficiency basis, to
a settlement in which the monopolist pays the entrant both a licensing fee and
a lump sum payment. For any fee-payment settlement at a fee above Lmin (the
lowest fee that results in the patent holder’s profit being equal to or higher than
expected from litigation), the patent holder can achieve the same profit at a lower
fee with no payment, the lower fee increases welfare.19

2.5. The Impact of Different Expectations as to the Patent Validity

The above cases all assume the patent holder and the challenger have the same
expectations as to the validity of the patent. This assures that a licensing settlement
is always feasible and efficient and that lump sum payments are inefficient. How-
ever, when, as likely, parties have different expectations concerning the validity of
the patent, various possibilities arise. Table 2 lists the possible outcomes that can
occur when the parties have different beliefs about the validity of the patent. Two
of the cases, Case 2, No Settlement Possible, and Case 3b, Settlement Possible
Only With Lump Sum Payment, are unique to the situation of the parties having
different expectations.

The “litigation not expected” outcomes occur if either the expected profit from
litigation to the entrant is negative – in which case the entry is not expected (case
1.a) – or if the patent holder’s expected profit with entry exceeds that expected
from litigation – in which case the patent holder is expected to concede entry

Table 2. Possible Patent Dispute Outcomes.

Case Outcome

1 Litigation not expected
1.a Expected entry profit negative
1.b Entry profit > Monopolist’s litigation profit

2 No settlement possible

3 Settlement expected
3.a Fee settlement possible
3.b Only lump sum settlement possible
3.ba Positive surplus from settlement
3.bb Negative surplus from settlement
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(case 1.b). The “no settlement possible” outcome arises if the combined expected
profits of the parties from litigation exceed the monopoly profit. This can occur
when the patent holder has a strong belief that the patent is valid (and infringed),
while the entrant has a strong belief that the patent is invalid (or not infringed).
For example, assume that the patent holder believes there is only a 0.1 probability
that the patent is invalid but the challenger believes that the probability is 0.9.
With litigation costs of 0.5 to each party, the expected value of litigation will be
3.25 for the patent holder and 0.85 for the challenger.20 A settlement must provide
at least these amounts to each party. However, the maximum profit available is
the monopoly profit of 4, which is less than the combined amounts necessary for
settlement. No settlement is therefore possible.

The more interesting case occurs when a settlement is possible but there is
no pure licensing fee that can accomplish the settlement. If we take the above
example and lower the disparity between the probability beliefs, this case can
arise. For example, if the patent holder believes that there is a 0.2 probability of
invalidity and the challenger a 0.8 probability of invalidity, the expected profits
from litigation are 3.0 and 0.7 respectively. Since the combined expected profits
are less than the monopoly profit, settlement is possible. However, there is no
pure licensing settlement available.21 Nonetheless, a settlement will necessarily
be possible since the joint expected profits are below the monopoly level. For
example, a lump sum payment of 0.85 from the monopolist to the entrant will
increase the expected profit of both as compared to litigation.22

The possibility that a settlement may require a lump sum payment would appear
to negate a per se rule applicable to lump sum payments by the patent holder to
the challenger. We suggest, however, that the per se illegality of such lump sum
payments remains appropriate. The incentive of settling firms is not to maximize
efficiency but rather to maximize their profits. If settling firms are allowed to
combine licensing fees and lump sum payments, the firms are expected to maximize
their joint profits subject to a minimum licensing fee. The expected fee will be
as close to the monopoly fee as the transaction’s cost and the courts allow. The
opportunity to fashion a license fee plus a lump sum settlement will, therefore,
be sufficient for the outcome to approach the monopoly solution.

More importantly, when lump sum payments are required to accomplish
settlement it is likely that settlement is not welfare enhancing. Table 3 clarifies
efficient and inefficient settlements for a case in which lump sum payments are
required for settlement. A lump sum settlement is expected to result in consumer
surplus equal to the monopoly surplus of 6. Settlement will be efficient only in the
case where expected surplus with litigation is less than with monopoly. Since the
patent holder and the alleged infringer have different expectations as to the patent
validity, calculation of the surplus with litigation requires specification of some
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Table 3. Inefficient and Efficient Lump Sum Settlements.

Variable Value

Both Cases Efficient Settlement Inefficient Settlement

Demand intercept 4
Cost of litigation 0.5
Monopolist’s probability invalidity 0.2
Entrant’s probability invalidity 0.8
Actual probability invalidity 0.6 0.7
Monopolist expected profit litigation 3
Entrant’s expected profit litigation 0.7
Surplus with settlement 6
Surplus with litigation 5.9 6.05
Settlement lump sum payment 0.85
Monopolist expected profit settle 3.15
Entrant’s expected profit settle 0.85
Surplus with settlement 6

Note: Cases where license fee settlement not possible.

“calculated” probability that the patent is invalid. For a case with a probability
of invalidity equal to 0.6, the surplus from litigation will be 5.9 which is less than
the surplus with continued monopoly and hence, the settlement to perpetuate the
monopoly will be efficient. If, however, the probability of invalidity is increased,
the surplus from litigation will rise, as entry post litigation will be more likely.
In the example, an increase in the probability to 0.7 will increase the expected
surplus post litigation to 6.05, which exceeds that from monopoly. Therefore, for
this example, litigation is preferable on a welfare basis to settlement. Hence the
lump sum settlement will, in this case, be inefficient.

Cases in which an efficient settlement would not occur absent lump sum
payments are expected to be exceedingly rare. In order to evaluate that likelihood,
we investigate a matrix of alternative expectations as to patent invalidity. We
begin by assuming a distribution of intrinsic probabilities of invalidity. We assume
the probabilities are uniformly distributed between 1 and 9.23 We then assume
quasi-normal, independent distributions of the parties’ beliefs about patent
invalidity around the calculated probability.24 We also consider cases in which the
costs of litigation range uniformly from 1.25 to 12.5% of the monopoly profit.25

Table 4 summarizes the overall likelihood of the various cases listed in Table 2 for
the specified parameters. Appendix C gives the details of the various alternatives.
A total of 7,290 cases are considered. As shown in Table 4, the expectation is about
19% that no litigation will occur either because the expected gain to the entrant
is less than the cost of litigation or the monopolist maximizes expected profit by
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Table 4. Probability of Various Settlement Possibilities.a

Result Number of Cases Expectation Probability for Expected
Considered = 7,290 of Result (%) Settling Cases (%) Surplus Gain

1 Litigation not expected 19.03
1.a Expected entry profit negative 12.87
1.b Conceding entry profit > litigation 6.12
1.c Both 1.a and 1.b 0.04

2 No settlement expected 2.46

3 Settlement expected 78.51
3.a Fee settlement possible 72.93 92.89 0.51023
3.b Only lump sum settlement possible 5.58
3.ba Positive surplus from settlement 0.59 0.00120
4.ba Negative surplus from settlement 6.51 −0.03449

Note: Surplus evaluated for K = 4. Distribution of invalidity expectations as described in text and
appendix. Settlement of licensing fee at midpoint of Lmin and Lmax.

a The cases are probability weighted for the likelihood of the beliefs as to invalidity.

allowing entry. There is an additional 2.5% expectation that no settlement can occur
because the parties’ subjective beliefs about the patent invalidity are such that their
combined expected profits from litigation exceed that available in any settlement.
Of the remaining possibilities, about 93% of the time, a case is expected to settle
if only licensing settlements are allowed. And in all these cases consumer welfare
will increase from the licensing settlements. However, for those cases in which
litigation is expected and a settlement is possible, 7% of those cases can settle only
if lump sum payments are allowed. Yet for nearly all these cases (92%), the lump
sum settlement is not efficient. Overall, of the cases that would be expected to be
litigated, the expectation is less than one-half of 1% that an efficient settlement
will occur because lump sum payments are allowed. In addition, for those cases
that settle only because lump sum payments are allowed, the surplus loss from the
inefficient lump sum settlements is nearly thirty times the surplus gain from those
efficient settlements that otherwise would not occur.26 Finally, in contrast to the
surplus calculations derived in Table 4, if lump sum fees are allowed, absent court
scrutiny, all settlements are expected to approach the monopoly result, vitiating the
consumer benefit that would arise from the vast majority of cases if only licensing
settlements were allowed.

In a recent paper, Willig and Bigelow (2002) develop a model of patent
settlements that have similar features to the model developed here. The major
difference is that we model settlement via a licensing fee and they model
settlement by an agreed-on entry date.27 This difference does not substantively
impact the results of their model vs. ours. Yet, nonetheless, Willig and Bigelow
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reach a conclusion contrary to that offered here. They state that the principal
lesson of their paper is that “it could be quite typically and perhaps dramatically
socially counterproductive to employ a per se rule against agreements to settle
patent litigation that entail net consideration paid by the patent holder to the
entrant.”28 We disagree with this conclusion and believe it illustrates the value of
our assessment of the likelihood of various outcomes in patent dispute settlements.

As we have also shown, Willig and Bigelow find that “there exist settlements
with payment of net consideration that are preferred to litigation by consumers.”29

Willig and Bigelow then note that “there are plentiful combinations of parameters”
and “there exist ranges of parameters” that satisfy the conditions making lump sum
settlements efficient.30 Indeed, whenever there is a range of numbers satisfying
some condition, there will be an infinite set of combinations that satisfy that
condition. This does not, however, imply that the parameters are likely to occur
or that it would “typically” be counterproductive to impose a per se rule. Rather
it is extremely unlikely that efficient settlements require payment of cash to the
potential infringer. Per se rules result from the courts’ judgments that “the proba-
bility that [certain] practices are anticompetitive is so high” and that “the practice
facially appears to be one that would always or almost always tend to restrict
competition and decrease output.”31 As we have shown, that is exactly the case for
patent settlements involving cash payments to the potential entrant to forego entry.

The existence of the rare situation in which a lump sum payment is necessary
for the efficient settlement of a patent dispute does not provide justification for
a rule-of-reason approach to these settlements. Under a rule-of-reason approach,
the goal of the courts would be to identify the unusual cases of payment/licensing
combinations that increase welfare compared to litigation. Such identification,
however, requires complex, hard-to-gather economic evidence on demand
conditions and likely post-entry pricing and subjective estimations of the parties’
expectations of patent validity. Any “answer” from such evidence is not likely to be
reliable.32 Hence, we conclude that the potential welfare losses from the unlikely
error of preventing an efficient settlement will be far outweighed by the gains
from preventing inefficient settlements that perpetuate monopoly. We conclude,
therefore, that a universal per se rule against patent settlements that include a
lump sum payment from the patent holder to the challenger is appropriate.

3. THE ECONOMIC NATURE OF A PATENT

Patents can allow a patent holder to obtain monopoly profits. Hence, patents result
in static welfare losses. These static losses are the price we pay to motivate innova-
tion and dynamic efficiency. The inherent tradeoff between static inefficiency and
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dynamic efficiency certainly allows for the possibility that increasing the expected
profitability of patents can lead to a net welfare increase. The per se rule we support
does, of course, reduce the patent holder’s profit as compared to those that could
be achieved if lump sum payments were permitted. But, as we demonstrate below,
applying the per se rule does not reduce the patent holder’s profits below those
to which he is entitled under the congressionally mandated rules and procedures
governing patent rights.

Congress has implicitly balanced the tradeoff between dynamic and static
efficiency. We argue that a private resolution of a patent dispute by a lump sum
payment from the patent holder to an alleged infringer violates the tradeoff
reached by Congress. In this section we explain that the economic rights granted
to a patent holder are consistent with the proposed per se treatment of payments
from the patent holder to a challenger. Nevertheless, some commentators have
resisted acceptance of the per se prohibition of payments to an alleged patent
infringer.33 As we demonstrate in this section, such resistance results from a
misunderstanding of the economic nature of patent rights and the role of Congress
and the courts in defining those rights.

3.1. What Rights Do Patents Confer?

The Constitution directed Congress to reward inventors by “securing for limited
Times to . . . Inventors the exclusive Right to their respective . . . Discoveries.”34

Thus, if the inventor is successful in deriving economic value from his patent, that
value will necessarily be accompanied by a reduction in competition. Patents
inherently present an efficiency tradeoff: the encouragement of innovation comes
at the expense of competition in the sale of existing goods.

An economic evaluation of the efficient dimensions of patents is elusive. A
market system with free entry likely provides too little incentive for innovation.35

This occurs, most importantly, because competitors can frequently copy others’
innovations, thereby appropriating some of the value.36 Also, absent perfect price
discrimination, consumers, rather than the innovators, will typically reap some of
the social gains from innovation.

Granting an exclusive right to the use of an innovation will generally increase
the return from the innovation and thereby increase the incentive to innovate.
However, the determination of such issues as optimal patent length, licensing
constraints, and enforcement rules is very complex and no universally accepted
answer exists as to the most efficient patent system.37 The decision as to how
to resolve the complexities that best secure inventors’ exclusive patent rights is
expressly granted to Congress by the Constitution. Congress, by specifying patent
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laws, rules, and procedures, balances the efficiency gains from increased innova-
tion (dynamic efficiency) and the efficiency loss from reduced competition (static
efficiency) through its determination of the economic rights given to inventors.

A proper economic analysis of patent rights recognizes that “patent” is simply
a short-handed reference to the total bundle of substantive and procedural rights
granted by Congress.38 Fundamentally, the “right” granted by Congress to a
patent holder is the right to ask a federal court to exclude competitors from
“making, using, or selling” the patented invention under the procedures dictated
by Congress.39 It is the details of the substantive and procedural rules dictated by
Congress that determine the economic value of the inventor’s reward.

In granting procedural rights to a patent holder, it is significant that Congress
did not provide, as it might have, that a patent once issued is conclusively
presumed to be valid.40 This vulnerability of a patent to challenge creates an
incentive for potential competitors to litigate validity or infringement whenever
the potential profit from selling the product in competition with the patent holder,
discounted by the probability of losing the lawsuit, exceeds the expected costs of
the litigation. The important point for our analysis is that the patent rules provide
an economic incentive for alleged infringers to seek a judicial finding of invalidity
or non-infringement. This incentive is part of the very process by which a patent
holder can seek to obtain a right to exclude from a court.

With these principles in mind, the task of antitrust law with respect to the
settlement of patent disputes becomes clear–to distinguish between those settle-
ments in which exclusion of the competitor results from the bundle of substantive
and procedural rights granted to the patent holder by Congress as a reward for
innovation, and those in which the exclusion does not result from those rights.

Consider a case in which patent litigation has commenced and the challenger
decides to settle the case, based upon his review of the strength of the patent claim
and the procedural vagaries encountered along the way (the challenger drew a
pro-patent judge and a key witness had died).41 Assuming that the challenger’s
decision to settle was based only on these factors, i.e. that the patent holder has
not offered cash or other extraneous valuable inducements for the settlement, then
the exclusion of the challenger results only from the rights granted by Congress
which include the procedural enforcement rules. Permitting the challenger to
confess validity and infringement is essential to the goal of avoiding inefficient
litigation costs. By obtaining consensual, non-judicial resolution of the patent
dispute, the patent holder exercises the substantive and procedural rights expressly
granted by Congress to patent holders.

Consider a slight variant of this hypothetical case in which the challenger had
already entered the market before the lawsuit was brought. Assume the patent
holder has produced an expert report demonstrating damages from pre-litigation
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infringing sales of $200 million. Settling the litigation by waiving all accrued
damages in exchange for the challenger’s agreement to exit the market is also
a straightforward exercise of the procedural rights granted the patent holder by
Congress. Congress has granted patent holders the right to seek damages for
allegedly infringing sales. In threatening the challenger with the imposition of such
damages, and in waiving them in exchange for an agreement to exit the market,
the patent holder uses only the exclusionary power granted to him by Congress.

Procuring a challenger’s exit through a cash payment is fundamentally different
from convincing the infringer that his expected profit from litigation is negative.
Congress has granted the patent holder certain substantive and procedural rights,
and it is presumptively procompetitive (because it advances dynamic efficiency)
to permit the patent holder to procure the challenger’s exit through the threat
of the effective use of those rights. In contrast, a patent holder’s payment to the
challenger to stay out of the market has as its very purpose the creation of a
market exclusion – no different than any other type of illegal market exclusion –
beyond that created by the patent rights granted by Congress.42

The patent litigation system holds out the promise of immediate consumer bene-
fits. Because the presumption of patent validity is rebuttable rather than conclusive,
there is some probability that the patent will be invalidated. Consumers will benefit
from that probability if in litigation the patent is invalidated, or if the litigation is
settled by granting a license to the challenger. The self interest of the challenger,
therefore, motivates it to take actions benefiting consumers. Permitting the patent
holder to pay the challenger to drop the challenge eliminates the congression-
ally created incentive to challenge the patent and thus eliminates the immediate
consumer benefit.

3.2. Institutional Failure

Nonetheless, some commentators have argued that a payment by the patent holder
to the challenger should not be per se illegal because a settlement may be necessary
in order to avoid an “institutional failure” in the patent litigation.43 These com-
mentators suggest that an “institutional failure” occurs when the court hearing the
patent litigation incorrectlyconcludes that the patent is invalid.44 By paying the
challenger to exit the market, the patent holder insures against such institutional
failure. The fundamental (but usually unspoken) premise of this argument is that
the patent is “really” valid despite what the court hearing the patent litigation may
conclude.

In evaluating this argument, it is necessary to keep in mind that Congress
designated the federal courts, through a defined process of patent litigation, as
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the entities responsible for determining the validity of patents. For purposes of
antitrust analysis, there are and can be no “wrong” decisions reached by courts in
patent litigation.45 The substantive rights granted by Congress to patent holders
are those rights – no more and no less – that a federal court determines, through
the congressionally prescribed process, that the patent holder possesses. Because
there are no “wrong” results generated by the patent litigation process, the patent
holder improperly enlarges the innovation reward granted to him by Congress
when he buys “insurance” – in the form of exclusion of a competitor – against a
“wrong” result in the patent litigation.

To conclude that it is proper to insure against a wrong result before it is
rendered, implies that it would be proper to pay for a correct result after the
wrong decision has been rendered by the patent court. But after a patent court
has reached a final decision that the patent is invalid, it clearly would be per
se unlawful for the patent holder to pay the successful challenger to recognize
validity and stay out of the market. The analysis does not change merely because
the patent holder pays to avoid the “wrong” decision in advance.46

Patents may or may not ultimately be found to be valid. Congress has estab-
lished the rules and procedures courts use in making that determination. A patent
challenger can get permission to enter a market that may be protected by a patent
from eitherthe government or the patent holder. The risk that the government will
grant permission to enter royalty-free gives the challenger leverage to obtain from
the patent holder a license to enter at a royalty rate that reflects that risk. The patent
rules result in consumer benefits flowing directly from the risk that a patent will be
found to be invalid. These benefits exist irrespective of whether, if the patent liti-
gation continued, the patent would in factbe found invalid. Payments to stipulate
as to patent validity usurp these consumer benefits granted by Congress through
its specification of the rules and procedures governing the rights of a patent holder.

3.3. “Interim” Settlements

Interim settlements describe the case where the patent holder pays the challenger
not to market the competing product pending resolution of ongoing patent litiga-
tion. The only interesting case concerning such payments is when the challenger
otherwise would have entered. In this situation, the challenger expects that the
profits from entry (including litigation cost) will exceed the damages if the patent
is found to be valid. The results are no different from those reached earlier. In
particular, lump sum payments are anticompetitive in virtually all cases.

By purchasing exclusion of the challenger pending resolution of the patent
litigation, the patent holder is obtaining pre-trial exclusion without meeting the
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preliminary injunction criteria of the Federal Rules.47 The payment permits the
patent holder to increase the value of his patent rights – through the exclusion
of competitors – beyond the substantive and procedural rights granted to him
by Congress. Such agreements to exchange cash for additional exclusion are,
therefore, anticompetitive and satisfy the conditions for per se illegality.

Commentators rejecting the per se approach based on “institutional failure”
point to Congress’s rules regarding preliminary injunctions as a prime example
of such failure.48 Under those procedural rules, a patent holder may not satisfy
the criteria to obtain a preliminary injunction but may ultimately prevail in the
litigation. Thus, the challenger will have been permitted to make infringing sales
during the pendency of the patent litigation despite the fact that the patent is
ultimately held to be valid and infringed.

Some commentators consider this a clear example of an institutional break-
down that the patent holder can “remedy” by paying the challenger not to market
the product pending the resolution of the patent litigation. A procedural rule
granting patent holders a right to pre-trial exclusion without meeting the standard
preliminary injunction rules would, however, provide a greater reward to patent
holders than Congress in fact granted.49 The reward granted to innovators by
Congress may or may not be optimal in certain cases. It is, however, the reward
that the patent holders are entitled to.50

Recognizing that payment by the patent holder to the alleged infringer in
connection with an “interim settlement” is anticompetitive, some litigants
have attempted to convince the enforcement agencies and courts that the cash
transferred to the challenger was not a “payment,” but merely analogous to a bond
that secured the parties’ stipulated preliminary injunction. For antitrust purposes,
however, there is all the difference in the world between a payment by the patent
holder to the challenger and the mere posting of a bond to secure a preliminary
injunction. The latter does not supersede the challenger’s unilateral calculus as to
whether to enter the market; the former clearly does.51

4. CONCLUSION

Congress is the appropriate entity to determine the optimal balance between dy-
namic and static efficiency as it relates to the reward to be given to inventors.
Congress is specifically designated by the Constitution as the body responsible
for making that determination. Moreover, the courts and enforcement agencies
lack the institutional competence to second-guess Congress’s determination even
if they had the authority to do so.

Consequently, the proper role for antitrust enforcement authorities is to
determine whether the patent holder’s exclusion of a potential rival has resulted
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solely from the bundle of procedural and substantive rights granted to the patent
holder by Congress as a reward for innovation. Where the challenger makes a
unilateral determination that the potential rewards of patent litigation, discounted
by the probability of success, do not warrant (or no longer warrant) the cost of
litigation, the parties are permitted to agree that the challenger will confess the
validity and infringement of the patent. Such agreements are required to obviate
or end patent litigation that is not efficient.

However, it should be per se unlawful for the patent holder to pay the challenger
to drop his challenge to the patent and confess validity and infringement. In this
instance, the patent holder procures the challenger’s exit other than through use of
the bundle of rights granted by Congress. Moreover, Congress has designed the
patent litigation system in such a way that consumers will benefit from the proba-
bility that the patent is invalid if either: a) the litigation continues and the patent is
invalidated, or b) the risk of invalidity induces the patent holder to grant to the chal-
lenger a license reflecting that probability. Allowing the patent holder to eliminate
that probability (and the attendant consumer benefits) by paying the challenger to
recognize validity is to allow private purchase of additional protections to patent
holders not granted by Congress. Allowing such agreements can only be based on
the proposition that Congress should have given a greater reward to inventors –
that Congress got the balance between dynamic and static efficiency wrong. There
is, however, no theory, data, or analysis supporting this proposition. And, even if
such theory, data or analysis were forthcoming, Congress, rather than the courts or
enforcement agencies, has the institutional authority to strike the optimal balance.

Our analysis takes as a given the efficiency balancing that Congress has in fact
struck. Under the patent litigation system created by Congress, a patent enjoys
only a rebuttable, not a conclusive presumption of validity. This probability of
invalidity has an economic value. Under the system as created by Congress,
the challenger has an incentive to capture that value and that incentive creates
consumer benefit. In contrast, a payment by the patent holder to the challenger
captures the value of the probability of patent invalidity. The agreement between
the patent holder and the challenger divides the profits from agreed validity and
thereby eliminates any consumer benefit. Through an agreement not to compete,
the patent holder changes the congressionally mandated rebuttablepresumption
of validity into a conclusivepresumption. When a patent holder thus enlarges
the reward granted to him by Congress, in the form of paying a potential rival
to confess validity, he and his co-conspirator reduce efficiency and consumer
welfare and therefore commit a per se violation of the antitrust laws.

In contrast, a license granted by the patent holder to the challenger in exchange
for the latter’s recognition of the validity and infringement of the patent cannot
be condemned as per se unlawful on its face precisely because it may represent
the lawful exercise by the patent holder of the rights granted to him by Congress.
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Absent a payment by the patent holder to the challenger, such a license will include
a royalty payment that will reflect each litigant’s view of the probability of a finding
of invalidity and the value of such a finding to each. In stark contrast to the result
when the patent holder pays the challenger to exit the market, the partial exclusion
effected by the license results in increased efficiency and consumer welfare.

NOTES

1. See, e.g.Aro Corp. v. Allied Witan Co., 531 F.2d 1368, 1372 (6th Cir. 1976) (“Public
policy strongly favors settlement of disputes without litigation. Settlement is of particular
value in patent litigation.”); Joy Manufacturing Co. v. National Mine Service Co, Inc., 810
F.2d 1127, 1131 (Fed. Cir 1987) (Newman, J. concurring).

2. Some courts and commentators have concluded that a patent settlement in which
the patent holder pays the infringer to stay off the market is per se illegal. See, e.g. In re
Terazosin Hydrochloride Antitrust Litigation, 164 F. Supp. 2d 1340 (S. D. Fla. 2000); Eon
Labs Manufacturing, Inc. v. Watson Pharmaceuticals, Inc., 164 F. Supp. 2d 350 (S. D. N. Y.
2001). Others appear to favor that conclusion but do not state it expressly. See, e.g.Andrx
Pharmaceuticals, Inc. v. Biovail Corp., 256 F. 3d 799 (D.C. Cir. 2001); Anthony (2000);
and Balto (2000). Other commentators urge application of the rule of reason. See, e.g.
Leary (2001); Gilbert and Tom (2001); Addanki (2001); Chin and Krattenmaker (2001);
and McDonald (2002).

3. While we use the phrase “cash payments,” we include all lump sum payments; that is,
all payments or benefits from the patent holder to the challenger that do not vary depending
on the output of the disputed patented good. There may be circumstances in which it
is not clear from the parties’ written agreement whether the payment was in exchange
for the challenger’s exit from the market or, rather, was in exchange for the transfer of
some legitimate goods or services. For example, in the K-Dur matter before the FTC and
in private litigation, K-Dur Antitrust Litigation, MDL 1419 (D.N.J.) (private cases), the
brand-name and generic manufacturers assert that the payments were not in exchange for
an agreement not to enter, but in exchange for intellectual property rights transferred by
the generic manufacturers to the brand-name manufacturer. Such factual disputes do not
alter the economic and legal analysis presented here. There is simply a preliminary factual
dispute, as there is in many (most) antitrust cases, as to what the true terms of the agreement
are. If the fact finder in such a case concludes that the payment was made in exchange
for the challenger’s exit from the market, the agreement should be per se unlawful. If,
however, the payments are found to be unrelated to the agreement not to enter, as was
found to be the case by the ALJ in the K-Dur matter, then our analysis is not applicable.

4. In this case the costs and benefits of the litigation are borne by the parties. Their
decisions as to their own welfare should be dispositive. It is possible that others not part
of the lawsuit have an interest in establishing (or preventing) a precedent. However, such
external beneficiaries can attempt to influence the settlement decisions by, for example,
bearing some of the costs of litigation.

5. Patent disputes can arise from complementary or product extension patents. In these
cases, private and social wealth is created by use of the patent. Settlements are presumably
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efficient since the litigants do not affect competition between themselves by their litigation
vs. settlement decision.

6. The value of K is of no consequence except as it relates to the cost of litigation.
7. More complex demand, costs and intertemporal conditions do not add to the points

illustrated herein.
8. The exact duopoly solution is not important to the analysis or propositions, though

the results do depend upon there being some competition between the incumbent and the
entrant; that is, that the resulting price be less than the monopoly price.

9. The industry output will be 3 (Q = 4 − 1) and each firm’s output equal to 1.5, which,
with a price of 1, yields profit of 1.5. More generally, the total duopoly profit is given by
Pe ×Qe = (1/2 × Pm) × (K − 1/2Pm) = (1/4 × K) × (K − 1/4 × K) = 3/16 × K2.

10. The social gain is given by consumer value of the increased output which equals
the increased area under the demand curve. We assume technical conditions are satisfied
to make such a calculation independent of income. Hence the social gain equals the
change in output, �Q = [Qe −Qm] (i.e. [{K − 1/4 × K} − {1/2 × K}] = 1/4 × K),
times the average price, (Pe + Pm)/2 (= [1/4 × K + 1/2 × K]/2 = 3/8 × K). In the case
considered of K = 4, this equals (3 − 2) × (2 + 1)/2 = 1.5.

11. We consider below the case where the parties have different expectations about the
likelihood that the patent is invalid.

12. The expected profit from litigation is given by the Probability of invalidity times the
entrant’s profit if invalid less the cost of litigation. In this case this [PROB × 1/2 × �e − CL]
equals 0.25 [0.5 × 1.5 − 0.5].

13. The expected profit from litigation is (1 − PROB) × (Pm ×Qm) + PROB × 1/2 ×
Pe ×Qe − CL. Allowing entry gives a profit of 1/2 × Pe ×Qe. Therefore litigation has
positive expected profit if (1 − PROB) × (Pm ×Qm − 1/2 × Pe ×Qe) − CL > 0. For the
case considered, this equals (1 − 0.5) × (2 × 2 − 1/2 × 1 × 3) − 0.5 = 0.75.

14. The increase in surplus from entry, calculated above, is 1.5. Since there is a 50%
chance of patent invalidity and entry, the expected increase in surplus is 50% of the increase
if entry occurs.

15. The monopolist’s expected profits are (1 − PROB) × (Pm ×m) + PROB ×
1/2 × Pe ×Qe − CL. The entrant’s expected profits are PROB × 1/2 × Pe ×Qe − CL.
Summing gives the expression in the text.

16. This is true since Pe ×Qe is less than Pm ×Qm and CL is positive.
17. The expected loss in profit to the monopolist from litigation is given by

Pm ×Qm − [{1 − PROB} × Pm ×Qm + PROB × 1/2 × Pe ×Qe − CL]. This simplifies
to PROB × Pm ×Qm − PROB × 1/2 × Pe ×Qe + CL. The entrant’s expected profitabil-
ity is PROB × 1/2 × Pe ×Qe − CL. Subtracting the entrant’s expected profit from the
monopolist’s loss from litigation gives (PROB) × (Pm ×Qm − Pe ×Qe + 2 × CL. This
is greater than zero since Pm ×Qm is greater than Pe ×Qe.

18. For all licensing fees below the monopoly price, the combined profits of the parties
will fall since at such a fee the entrant will compete and price will fall below the monopoly
level. The case of a licensing fee equal to the monopoly price is uninteresting. Henceforth
in referring to a licensing fee we limit ourselves to cases in which the entrant has an
incentive to produce positive levels of output.

19. A licensing fee lower than Lmin cannot occur with a payment from the monopolist
to the entrant. A more efficient fee below Lmin, with a payment from the entrant to the
monopolist, is mathematically possible but of no economic relevance since such a fee
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reduces the combined profits of the entities below that available at Lmin; that is, the
contracting parties have no incentive to reach such a deal.

20. Using the same formulas as above, the patent holder’s expected profit from
litigation is [1 − PROB] × Pm ×Qm + PROB × Pe ×Qe or, for the example case,
[1−PROB] × [1/2×K] × [K − 1/2 × K] + PROB × [1/4 × K] × [K − 1/4 × K] − CL,
which for K = 4 and CL = 0.5 equals 3.25. The entrant’s expected profit from litigation is
PROB × Pe ×Qe − CL = PROB × [1/4 × K] × [K − 1/4 × K] − CL which for K = 4
and CL = 0.5 equals 0.85.

21. The minimum fee that would yield a profit of 3.0 to the patent holder is 0.90284.
The maximum fee that would yield profit of 0.7 to the challenger is 0.90161.

22. In this situation, we can solve for an efficiency-maximizing settlement which finds
the lowest possible licensing fee which in combination with a lump sum payment can lead
to settlement. For the example this occurs at a license fee of 0.90456 with a lump sum
payment of 0.002284.

23. We know of no research, nor can we envision any such research, that evaluates the
number of instances in which the PTO issues invalid patents. While a large percentage of liti-
gated patents are found to be invalid, those cases that go to litigation are not likely representa-
tive of all patents. This uncertainly as to the appropriate distribution of invalidity is, however,
of no consequence to our conclusions. We have simulated a host of other distributions of
invalidity. In the appendix, we report an extreme case of patent validity in which the mean
actual validity is 90% with a quasi-normal distribution around that mean. In this extreme
case, about 86% of cases that can be settled can be settled with a license fee. Of those cases
requiring a lump sum payment to settle, less than a quarter of such settlements are efficient,
and the surplus losses from inefficient lump sum settlements are over seven times any gains
of efficient settlements. Perhaps more importantly, the surplus gains from license fee settle-
ments, which would be expected to be lost with lump sum settlements allowed, are over one
hundred times larger than the gains from efficient settlements that can occur only with lump
sum payments. We have also investigated cases of quasi-normal (as explained below) distri-
butions of the calculated probabilities. The results are not different in substance from the case
discussed here.

24. The distributions used assume a standard deviation to the left of 1/4 of the distance
from 0 to the calculated probability and a standard deviation to the right of 1/4 the distance
from the calculated probability to 1. We also “pack” the distribution at the tails so that
the total probability for 0 to 1 equals 1. Finally, we evaluate the various cases at one-tenth
probability intervals.

25. The monopoly profit is given by 0.25 × K∧2. Hence we consider the cases CL =
(0.003125 to 0.03125) ×K∧2. The Appendix shows the results for increments in CL equal to
1.25% of the monopoly profit. The median total cost of patent litigation has been estimated
to be $2.225 million in cases with monopoly profit estimated to range from 10 to $100
million. See Miele (2000). This implies a median litigation cost of about 4% of the monopoly
profit.

26. If the appropriate welfare standard were consumer surplus rather than the sum
of consumer surplus and profit, the inefficiency of allowing lump sum settlements is
even stronger. Considering only consumer welfare, efficient settlements require lump
sum payments in less than 1/3 of 1% of the cases, and the surplus loss from inefficient
settlements made because lump sum settlements are allowed is over 100 times the surplus
gain from efficient settlements that would not occur absent lump sum settlements.
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27. Professor Willig offered the Willig-Bigelow model in his testimony in the FTC
K-Dur case though it did not play any role in the decision. Willig-Bigelow also allow
for risk aversion in their model. We also allowed in the appendix for risk aversion by
discounting the expected profits from litigation according to the variance of the probability
of patent validity. This implies a discount of 25% for the riskiest case of a 50/50 case of
patent validity. For a 90/10 chance the discount is about 1%. Tables A4 and A5 summarizes
the impact of including risk aversion. As expected, risk aversion does reduce the likelihood
that a patent dispute will not be settled. However, it does this mainly by increasing the
probability that one or the other party will not pursue litigation. We find that efficient lump
sum settlements are even rarer than in the absence of risk aversion.

28. Ibid at 34.
29. Ibid at 26.
30. Ibid at 22 and 26.
31. NCAA v. Board of Regents of the University of Oklahoma, 468 U.S. 85 (1984)

(quoting Broadcast Music Inc. v. CBS, 441 U.S. 1, 19–20, 1979).
32. This is exactly the approach advocated by Willig and Bigelow. Even though they

claim the per se rule unwarranted, they admit the framework to determine when lump sum
settlements should be allowed “is a deep and complex question” (p. 34).

33. See Fn. 3, supra.
34. U.S. Const. art. I, § 8, cl. 8.
35. See Jones and Williams (1998).
36. Carlton and Perloff (1999) observe that “[t]oo little effort is put into R&D because

information externalities prevent inventors from capturing the values of their discoveries
in the absence of property rights” (pp. 540–41).

37. See Tirole (1988): “The welfare analysis (of patents) is relatively complex, and
more work is necessary before clear and applicable conclusions will be within reach,” and
“[t]he current theories are much too rudimentary to be realistic” (p. 399).

38. “[R]ules governing settlements affect what is truly meant by the patent grant itself.
In fact, in many fast-moving industries, the rules governing patent litigation and settlements
are arguably far more important to patentees than the single variable on which economists
have traditionally focused, namely patent length.” (Shapiro, 2001).

39. As stated by the Supreme Court, “[t]he heart of [the patent owner’s] legal monopoly
is the right to invoke the State’s power to prevent others from utilizing his discovery
without his consent.” Zenith Radio Corp. v. Hazeltine Research, Inc., 395 U.S. 100, 135
(1969).

40. See 35 U.S. C. § 282 (“A patent is presumed valid.”); Magnivision, Inc. v. Bonneau
Co., 115 F.3d 956, 960 (Fed. Cir. 1997) (“The validity of a patent is always subject to
plenary challenge on its merits. A court may invalidate a patent on any substantive ground,
whether or not that ground was considered by the patent examiner.”); Roper Corp. v. Litton
Systems, Inc., 737 F.2d 1266, 1270 (Fed. Cir. 1985) (“A patent is born valid. It remains
valid until a challenger proves it was stillborn or has birth defects, or it is no longer viable
as an enforceable right.”); Bowser, Inc. v. United States, 388 F.2d 346, 349 (Ct. Cl. 1967)
(“The strength of the presumption varies with the substance of the assertion, e.g. if the
asserting party relies on prior art that previously has been considered wither by the Patent
Office or by another court then the presumption of validity is strong, or if the asserting
party cites prior art that is more pertinent than that considered by the Patent Office or
another court then the presumption of validity is considerably weakened.”).
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41. The challenger’s agreement to recognize the validity and infringement of the patent
may be integral to the settlement; without it the patent holder may be unwilling to dismiss
the lawsuit.

42. A patent holder’s payment to a challenger to stay out of the market is akin to other
types of market allocation that are universally recognized as anticompetitive and per se
illegal. See, e.g.XII Hovenkamp. Antitrust Law. para. 2043, p. 237 (an “agree[ment] not
to engage in a certain type of research and development should ordinarily be regarded as
a naked output restriction in the market for new innovations, and thus should be illegal
per se”); Von Kalinowski, Antitrust Laws & Trade Regulation. (2d ed.) § 73.02 (“Per se
liability will flow from a horizontal agreement among competitors to suppress the use of
patents for purposes of restraining trade”); Engine Specialties, Inc. v. Bombardier Ltd.,
605 F.2d 1, 11 (1st Cir. 1979) (agreement not to market product in development is per se
unlawful); Discovision v. Disc Mfg., Inc., 1997 U.S. Dist. LEXIS 7507 at ∗37–39 (D. Del.
Apr. 3, 1997) (agreement that “essentially eliminated the horizontal competitors’ incentive
to innovate and design around [defendant’s] patents” is per se unlawful).

43. See Addanki (2001, p. 5) (“In effect, there has been an institutional breakdown and
a portion of the value of the patentee’s intellectual property has been appropriated”); Chin
and Krattenmaker (2001, p. 36) (a payment to the challenger to stay out of the market
pending a determination of validity “might not have any anticompetitive effect beyond that
contemplatedby thepatent law”); Gilbert and Tom (2001, p. 31) (disallowing such payments
by the patent holder “would force society to bear the risk that the patent would be ruled
invalid when it is actually valid, and this can have disincentives for innovation”). Gilbert and
Tom also argue that it is theoretically possible that the potential savings to consumers from a
finding of invalidity, discounted by the probability of success of the lawsuit, are less than the
litigation costs, and therefore, payment by the patent holder to the challenger avoids social
waste. Gilbert and Tom (2001, p. 32). As we have shown, however, the instances in which
such a theoretical possibility actually occurs are trivial. Per se rules expressly take such
theoretical possibilities into account and conclude that the benefits of permitting litigants
to advance such possibilities are outweighed by the costs. See Bork (1993). For example,
we do not permit the dominant retailer in New York to pay a would-be entrant to stay out
of the state even if it could be established that the potential consumer benefits from entry,
discounted by the likelihood of a successful entry, were less than the cost-of-entry efforts.

44. See, e.g. McDonald (2002, p. 12). McDonald argues that a payment from the patent
holder to the challenger should be unlawful only if the antitrust plaintiff first proves that the
patent is invalid. The rationale for this proposed rule appears to be the assertion that such
a payment causes no harm to consumers if the patent is valid, and therefore the payment
should be deemed lawful unless the antitrust plaintiffs first demonstrate that the patent is
invalid. This argument rests on two fundamental fallacies. First, the argument assumes
away the real-world setting in which the patent holder makes the payment to the challenger.
The McDonald argument rests on a false, Manichaean worldview in which patents are
either valid or invalid. The reality is that there exists a third category – patents whose
validity is subject to challenge – and it is precisely that category with which the antitrust
analysis is concerned. Asserting that payments to recognize the validity of valid patents are
not anticompetitive tells us nothing about whether payments to recognize the validity of
patents as to which there is some probabilityof invalidity are anticompetitive. At one point,
the McDonald article itself seems to acknowledge this, asserting that “how to evaluate
competitive effects when you are not sure, or cannot know, whether the patent is valid” is “a
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worthy topic for another day” (McDonald, 2002, p. 13). Second, this argument overlooks the
economic relevance of the ability of the patent holder to grant permission to the challenger to
enter the market. The patent challenger is not in the position of an ordinary potential market
entrant who needs governmental approval to enter. Even if the patent challenger were in that
position, one could make a compelling argument that it is per se unlawful for the incumbent
manufacturer to pay the challenger to withdraw his request for government approval.

45. In the famous dictum of Justice Jackson, “We are not final because we are infallible,
but we are infallible only because we are final.” Brown v. Allen, 344 U.S. 443, 540 (1953)
(Jackson, J., concurring).

46. Variations on this erroneous “institutional failure” argument abound. For example,
McDonald (2002) notes that the Hatch-Waxman Amendments permit a generic drug
manufacturer to challenge a pharmaceutical patent without first actually entering the market
and thereby becoming potentially liable to the patent holder for damages (p. 8). Thus, for
the generic manufacturer, the only risk in the patent litigation “is further legal expense,”
while for the patent holder “the downside risk is enormous – the loss of its patent” (p. 9).
The implicit argument is that these “errors” in the current system fail to provide adequate
protection to the patent holder – Congress “should have” created a greater incentive to inno-
vate. More precisely, the argument is that the private patent litigants should be permitted to
remedy that Congressional error by means of a payment in exchange for market exclusion.

47. See Fed. R. Civ. P. 65.
48. See, e.g.Addanki (2001, p. 51) (failure of a patent holder to obtain a preliminary

injunction to prevent pre-trial infringing sales represents “an institutional breakdown and a
case where the value of the patentee’s intellectual property has been expropriated”); Gilbert
and Tom (2001, p. 31) (failure of a patent holder to obtain a preliminary injunction to prevent
pre-trial infringing sales could “expose the patentee to the risk of enormous losses that
might not be compensated in damages from a thinly capitalized generic firm.”). The implicit
argument offered by Gilbert and Tom is that the patent holder should be permitted to remedy
this “defect” in the patent system by paying the challenger not to enter pre-trial (p. 33).

49. Payments from the patent holder to a challenger not to enter the market are
particularly anticompetitive in the pharmaceutical industry. Not only does the patent holder
begin with a 30-month protection against invalidity as mandated by the Hatch-Waxman
Amendments, but an agreement with the first entrant can preclude entry by other
challengers. See Federal Food, Drug, and Cosmetic Act, 21 U.S. C. § 301 et seq.(1994);
In re Ciprofloxacin Hydrochloride Antitrust Litigation, 166 F.Supp.2d 740 (E. D. N. Y.
2001); In re Cardizem CD Antitrust Litigation, 105 F.Supp.2d 682, 685 (E. D. Mich.
2000); In re Terazosin Hydrochloride Antitrust Litigation, 164 F.Supp.2d 1340 (MDL
2000); Engelberg (1999, pp. 403–406).

50. Absent the payment by the patent holder to the challenger, the parties to patent litiga-
tion should be permitted to settle a threatened motion for preliminary injunction to the extent
and for the reasons that they should be permitted to settle the entire case. Under the prelim-
inary injunction procedures, consumers have some protection since the court is required to
find that the injunction is in the public interest. See Aoude v. Mobil Oil Corp., 862 F.2d 890,
892 (1st Cir. 1988) (“The criteria for preliminary injunctive relief . . . can be summarized as
follows: (1) The likelihood of merits’ success; (2) The potentiality for irreparable injury;
(3) A balancing of the relevant equities (most importantly, the hardship to the nonmovant
if the restrainer issues as contrasted with the hardship to the nonmovant if the interim relief
is withheld); and (4) The effect on the public interest of a grant or denial of the restrainer.”)
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51. In Antitrust Law Journal, summer 2003, Langenfeld and Li argue that partial
settlement agreements, or what we call “interim settlements,” should not be treated as per se
illegal (p. 810). They argue that “[i]n general, such agreements can have a plausible procon-
sumer and procompetitive motivation” and that “a per se treatment of such agreements can
reduce consumer welfare under plausible circumstances” (pp. 805, 810). They conclude
that “[t]he courts and agencies should evaluate these partial settlement agreements on a
case-by-case basis to determine the validity of the long-run procompetitive motivation, and
perform a full rule-of-reason analysis when the procompetitive motivation appears to be
valid” (p. 810). As we have shown, however, regardless of some “plausible procompetitive
motivation,” on the part of the settling parties, lump sum payments are anticompetitive in
virtually all cases. Per se treatment is, therefore, appropriate. The potential welfare losses
from the unlikely error of preventing an efficient interim settlement will be far outweighed
by the gains from preventing inefficient interim settlements that perpetuate monopoly and
by the costs of implementing a rule of reason in these difficult circumstances.
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APPENDIX A

Proposition 1. If the disputing parties have equal beliefs about the patent inva-
lidity, there will exist a licensing fee settlement.

Proof:

(A) Find the minimum license fee, Lmin, the patent holder will accept rather
than litigate.
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Define the patent holder’s profit from litigating, �L. Let I be the probability of
invalidity, C the cost of litigation, Pe the price with entry, Qe the quantity with
entry, Pm the price with monopoly, and Qm the quantity with monopoly.

�L = 1/2 × I × Pe ×Qe + (1 − I ) × Pm ×Qm − C.

For the linear demand case considered,

�L = 1/2 × I × 1/4 × K × 3/4 × K + (1 − I ) × 1/2 × K × 1/2 × K − C

= 1/4 × K2 − 5/32 × K2 × I − C.

Define the patent holder’s profit from settling, �S, with a licensing fee of L. Let
Ps be the price with settlement, Qs the quantity with settlement.

�S= 1/2 × Ps ×Qs + L × 1/2 ×Qs.

For the linear demand case considered,

�S= 1/2 × (1/2 × 1/2 × K + 1/2 × L) × (K − 1/4 × K − 1/2 × L)

+ 1/2 × L × (K − 1/4 × K − 1/2 × L)

= −3/8 × L2 + 1/2 × K × L + 3/32 × K2.

Lmin will be defined by the solution of �S− �L = 0.

�S− �L = −3/8 × L2 + 1/2 × K × L

+ [3/32 × K2 − (1/4 × K2 − 5/32 × K2 × I − C)] = 0

Using the quadratic equation to solve for L.

Lmin

= [−1/2 × K + (1/4 × K2 + 3/2 × {−5/32 × K2 + 5/32 × K2 × I + C})1/2]

(−3/4)

(B) Find the maximum fee, Lmax, that the challenger will accept rather than
litigate.

Define the challenger’s profit from litigation.

�L = 1/2 × I × Pe ×Qe − C.

For the linear demand case considered,

�L =
{

1/2 × I × 1/4 × K × 3/4 × K − C.

3/32 × K2 × I − C.
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Define the challenger’s profit from settling, �S, with a licensing fee of L.

�S= 1/2 × Ps ×Qs − L × 1/2 ×Qs.

For the linear demand case considered,

�S= 1/2 × (1/4 × K + 1/2 × L) × (3/4 × K − 1/2 × L)

− 1/2 × L × (3/4 × K − 1/2 × L)

= 1/8 × L2 − 1/4 × K × L + 3/32 × K2.

Lmax will be defined by the solution of �S− �L = 0.

�S− �L = 1/8 × L2 − 1/4 × K × L + [3/32 × K2

− (3/32 × K2 × I − C)] = 0

Using the quadratic equation to solve for L.

Lmax

= [1/4 × K − (1/16 × K2 − 1/2 × {3/32 × K2 − 3/32 × K2 × I + C})1/2]

1/4

(C) A licensing fee settlement will exist as long as Lmax exceeds Lmin.

Lmax − Lmin = [1/4 × K − (1/16 × K2 − 1/2 × {3/32 × K2 − 3/32 × K2 × I + C})1/2]

1/4

− [−1/2 × K + (1/4 × K2 + 3/2 × {−5/32 × K2 + 5/32 × K2 × I + C})1/2]

−3/4

= K − 4 × (1/64 × K∧2 + 3/64 × K∧2 × I − 1/2 × C)1/2 − 2/3 × K

+ 4/3 × (1/64 × K∧2 + 15/64 × K∧2 × I + 3/2 × C)

Note that this expression is increasing in both I andC. Therefore, the expression
will be at its minimum at I = 0 and C = 0. Evaluating at I and C = 0.

Lmax − Lmin = 1/3 × K − 4 × (1/8 × K) + 4/3 × (1/8 × K) = 0

Therefore Lmax − Lmin will be positive for all values of I and C > 0. �

APPENDIX B

Proposition 2. There exists an efficient licensing fee settlement with equal
beliefs as to patent invalidity.
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Proof:

(A) Define the price with litigation, Plit.

Plit = (1 − I ) × Pm + I × Pe

For the linear demand case considered,

Plit = 1/2 × K − 1/4 × K × I .

(B) Define the price at the minimum licensing fee of Lmin, Plmin.

Plmin = 1/2 × (Pm + Lmin).

For the linear demand case considered,

Plmin = 7/12 × K − 2/3 × (1/64 × K∧2 + 15/64 × K∧2 × I + 3/2 × C)1/2.

(C) An efficient licensing settlement will exist if Plit exceeds Plmin.

Plit − Plmin = 1/2 × K − 1/4 × K × I − 7/12 × K + 2/3 × (1/64 × K∧2

+ 15/64 × K∧2 × I + 3/2 × C)1/2 − 1/12 × K − 1/4 × K × I

+ 2/3 × (1/64 × K∧2 + 15/64 × K∧2 × I + 3/2 × C)1/2.

Note that this expression is increasing in C. Therefore, it will be minimized for
C = 0. Evaluating at C = 0, we have

Plit − Plmin = −1/12 × K − 1/4 × K × I + 2/3 × ([1/64 × K∧2]

+ [15/64 × K∧2 × I ])1/2 − 1/12 × K − 1/4 × K × I

+ 1/12 × K × (1 + 15 × I )1/2.

Since this expression is positive for all values 0 < I > 1, an efficient licensing
settlement exists. �
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APPENDIX C

Details of Simulations

Assumptions for Base-Case Simulation # Cases

1. The intrinsic probability of invalidity ranges
from 0.1 to 0.9 in 0.1 increments

9

2. The challenger’s expectations as to invalidity
have a mean probability with a distribution

9 (equal to the intrinsic)

such that for each 1/4 of the interval between
the intrinsic probability and the bounds of 0
and 1, there is a probability density equal to
the area under a normal curve for the
appropriate number of standard deviations
from the mean. These expectations are
evaluated at the mean and at the mid point of
each of three standard deviations to the left
and the right of the intrinsic probability. The
remaining probability is split between the left
and right tails. The challenger’s expectations
are evaluated at the mean of each standard
deviation interval.

3. The patent holder’s expectations are
distributed just like the challenger’s. The
distributions are independent.

9

4. The costs of litigation are varied from 1.25%
of the monopoly profit to 12.5% of the
monopoly profit in 1.25% intervals.

10

Total cases
9 × 9 × 9 × 10 7,290
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APPENDIX D

Table A4. Probability of Various Settlement Possibilities.a

Number of Cases Expectation Probability for Expected
Considered = 7,290 of Result (%) Settling Cases (%) Surplus Gain

Litigation not expected 44.29
Expected entry profit negative 38.96
Conceding entry profit > litigation 5.29
Both 1.a and 1.b 0.04

No settlement expected 4.99

Settlement expected 54.47
Fee settlement possible 46.98 92.62 0.33507
Only lump sum settlement possible 3.74
Positive surplus from settlement 0.90 1.77 0.00299
Negative surplus from settlement 2.85 5.61 −0.02161

Note: Intrinsic Prob. of Invalidity, Quasi Normal, Mean = 0.1. Settlement of licensing fee at midpoint
of Lmin and Lmax.

a The cases are probability weighted for the likelihood of the beliefs as to invalidity.

APPENDIX E

Table A5. Probability of Various Settlement Possibilities.a

Number of Expectation Probability for Expected
Cases = 7,290 of Result (%) Settling Cases (%) Surplus Gain

No risk aversionb

Litigation not expected 19.03
No settlement expected 2.46
Settlement expected 78.51
Fee settlement possible 92.89
Only lump sum settlement 7.11

+Surplus from settlement 0.59 0.00120
− Surplus from settlement 6.51 −0.03449

With risk aversionc

Litigation not expected 30.83
No settlement expected 0.10
Settlement expected 68.73
Fee settlement possible 99.49
Only lump sum settlement 0.51

+Surplus from settlement 0.11 0.00016
− Surplus from settlement 0.40 −0.00172

a The cases are probability weighted for the likelihood of the beliefs as to invalidity.
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